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FISCAL  YEAR  1991  BUDGET  ISSUES  RELATING 
TO  PAYMENT  OF  HEALTH  MAINTENANCE  OR- 
GANIZATIONS BY  THE  MEDICARE  PROGRAM 


TUESDAY,  MAY  8,  1990 

House  of  Representatives, 
Committee  on  Ways  and  Means, 

Subcommittee  on  Health, 

Washington,  B.C. 
The  subcommittee  met,  pursuant  to  call,  at  10  a.m.,  in  room 
B-318,  Rayburn  House  Office  Building,  Hon.  Fortney  Pete  Stark 
(chairman  of  the  subcommittee)  presiding. 
[The  press  releases  announcing  the  hearing  follow:] 
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FOR  IMMEDIATE  RELEASE 
THURSDAY,   APRIL  19,  1990 


PRESS  RELEASE  #27 
SUBCOMMITTEE  ON  HEALTH 
COMMITTEE  ON  WAYS  AND  MEANS 
U.S.   HOUSE  OF  REPRESENTATIVES 
1114   LONGWORTH  HOUSE  OFFICE  BLDG. 
WASHINGTON,    D.C.    2  0515 
TELEPHONE:    (202)  225-7785 


THE  HONORABLE  PETE  STARK   (D.,    CALIF.),  CHAIRMAN, 
SUBCOMMITTEE  ON  HEALTH,    COMMITTEE  ON  WAYS  AND  MEANS, 
U.S.   HOUSE  OF  REPRESENTATIVES, 
ANNOUNCES  A  HEARING  ON 
FISCAL  YEAR  1991  BUDGET  ISSUES  RELATING  TO  PAYMENT  OF 
HEALTH  MAINTENANCE  ORGANIZATIONS  BY  THE  MEDICARE  PROGRAM 


The  Honorable  Pete  Stark  (D. ,  Calif.),  Chairman, 
Subcommittee  on  Health,   Committee  on  Ways  and  Means,  U.S.  House 
of  Representatives,  announced  today  that  the  Subcommittee  will 
hold  a  hearing  on  fiscal  year  1991  budget  issues  relating  to 
payment  of  health  maintenance  organizations  by  the  Medicare 
program.     The  hearing  will  be  held  on  Monday,  May  7,  1990, 
beginning  at  1:30  p.m.,   in  room  1310-A  Longworth  House  Office 
Building. 

Oral  testimony  will  be  heard  from  invited  witnesses  only. 
However,  any  individual  or  organization  may  submit  a  written 
statement  for  consideration  by  the  Subcommittee  and  for  inclusion 
in  the  printed  record  of  the  hearing. 

BACKGROUND : 

Under  the  authority  of  section  1876  of  the  Social  Security 
Act,  Medicare  contracts  with  health  maintenance  organizations 
(HMOs)   and  competitive  medical  plans  for  the  provision  of 
Medicare  benefits  to  enrollees.     Plans  must  agree  to  accept  a 
prospectively  determined  payment  from  Medicare  each  month,  equal 
to  95  percent  of  the  adjusted  average  per  capita  cost  (AAPCC)  of 
Medicare  benefits  in  the  area,   if  the  benefits  were  purchased 
outside  the  HMO. 

The  plan  develops  a  premium  amount,  called  the  adjusted 
community  rate  (ACR) ,   for  Medicare  benefits  based  upon  the 
premium  charged  for  the  same  services  provided  to  non-Medicare 
plan  members.     To  the  extent  the  ACR  is  less  than  95  percent  of 
the  AAPCC,  the  plan  must  return  the  difference  to  Medicare 
beneficiaries  in  the  form  of  additional  benefits.     Commonly,  HMOs 
do  so  by  reducing  or  eliminating  Medicare's  deductibles  and 
copayments,  or  through  limited  drug  or  eyeglass  benefits. 

At  present,   1,141,923  Medicare  beneficiaries  are  enrolled  in 
97  risk-sharing  contract  health  plans.   In  addition,  there  are  26 
plans  which  contract  with  Medicare  on  a  cost  basis,  with  an 
additional  139,649  beneficiaries  enrolled. 

The  President's  budget  for  fiscal  year  1991  proposes  to 
increase  the  payment  to  HMOs  to  9  8  percent  of  the  AAPCC  and,  in 
addition,   to  pay  each  Medicare  beneficiary  choosing  to  join  an 
HMO  an  amount  equal  to  two  percent  of  the  AAPCC. 

WRITTEN  STATEMENT  IN  LIEU  OF  PERSONAL  APPEARANCE: 

For  those  who  wish  to  file  a  written  statement  for  the 
printed  record  of  the  hearing,   six  (6)   copies  are  required  and 
must  be  submitted  by  the  close  of  business  on  Monday, 
May  21,   1990,  to  Robert  J.  Leonard,  Chief  Counsel,  Committee  on 
Ways  and  Means,  U.S.  House  of  Representatives,   1102  Longworth 
House  Office  Building,  Washington,   D.C.   20515.     An  additional 
supply  of  statements  may  be  furnished  for  distribution  to  the 
press  and  public  if  supplied  to  the  Subcommittee  office, 
1114  Longworth  House  Office  Building,  before  the  hearing  begins. 
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SEE  FORMATTING  REQUIREMENTS  BELOW; 

Each  statement  presented  for  printing  to  the  Committee  by  a  witness,  any  written  statement  or  exhibit  submitted  for  the 
printed  record  or  any  written  comments  in  response  to  a  request  for  written  comments  must  conform  to  the  guidelines  listed  below 
Any  statement  or  exhibit  not  in  compliance  with  these  guidelines  will  not  be  printed,  but  will  be  maintained  in  the  Committee 
files  for  review  and  use  by  the  Committee, 

1.  All  statements  and  any  accompanying  exhibits  for  printing  must  be  typed  in  single  space  on  legal-size  paper  and  may  not 
exceed  a  total  of  10  pages, 

2.  Copies  of  whole  documents  submitted  as  exhibit  material  will  not  be  accepted  for  printing,  instead,  exhibit  material  should 
be  referenced  and  quoted  or  paraphrased.  All  exhibit  material  not  meeting  these  specifications  will  be  maintained  in  the 
Committee  files  for  review  and  use  by  the  Committee, 

3.  Statements  must  contain  the  name  and  capacity  in  which  the  witness  will  appear  or.  for  written  comments,  the  name  and 
capacity  of  the  person  submitting  the  statement,  as  well  as  any  clients  or  persons,  or  any  organization  for  whom  the  witness 
appears  or  for  whom  the  statement  is  submitted. 

4.  A  supplemental  sheet  must  accompany  each  statement  listing  the  name,  full  address,  a  telephone  number  where  the  witness 
or  the  designated  representative  ma>  be  reached  and  a  topical  outline  or  summary  of  the  comments  and  recommendations 
in  the  full  statement.  This  supplemental  sheet  will  not  be  included  in  the  printed  record. 

The  above  restrictions  and  limitations  apply  only  to  material  being  submitted  for  printing.  Statements  and  exhibits  or 
supplementary  material  submitted  solely  for  distribution  to  the  Members,  the  press  and  public  during  the  course  of  a  public  hearing, 
may  be  submitted  in  other  forms. 


*  *  *  NOTICE  ~  CHANGE  IN  SCHEDULE  *  *  * 


FOR  IMMEDIATE  RELEASE 
FRIDAY,   APRIL  27,  1990 


PRESS  RELEASE  #2 7 -REVISED 
SUBCOMMITTEE  ON  HEALTH 
COMMITTEE  OM  WAYS  AND  MEANS 
U.S.   HOUSE  OF  REPRESENTATIVES 
1114  LONGWORTH  HOUSE  OFFICE  BLDG. 
WASHINGTON,   D.C.  20515 
TELEPHONE:      (202)  225-7785 


THE  HONORABLE  PETE  STARK   (D. ,   CALIF.),  CHAIRMAN, 
SUBCOMMITTEE  ON  HEALTH,   COMMITTEE  ON  WAYS  AND  MEANS, 
U.S.  HOUSE  OF  REPRESENTATIVES, 
ANNOUNCES  A  CHANGE  IN  SCHEDULE  FOR  THE  HEARING  ON 
FISCAL  YEAR  1991  BUDGET  ISSUES  RELATING  TO  PAYMENT  OF 
HEALTH  MAINTENANCE  ORGANIZATIONS  BY  THE  MEDICARE  PROGRAM 


The  Honorable  Pete  Stark  (D. ,  Calif.),  Chairman,  Subcommittee  on 
Health,  Committee  on  Ways  and  Means,  U.S.  House  of  Representatives, 
announced  today  that  the  hearing  on  fiscal  year  1991  budget  issues 
relating  to  payment  of  health  maintenance  organizations  by  the 
Medicare  program,  orginally  scheduled  on  Monday,  May  7,  1990,  has  been 
rescheduled  for  Tuesday,  May  8,  1990,  beginning  at  lOtOO  a.m.,  in  room 
B-318  Rayburn  House  Office  Building. 


All  other  details  for  the  hearing  remain  the  same.  (See  press 
release  #27,  dated  Thursday,  April  19,  1990.) 
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Chairman  Stark.  If  we  couldr  begin,  the  Subcommittee  on  Health 
of  the  Committee  on  Ways  and  Means  will  continue  consideration 
of  issues  related  to  the  fiscal  year  1991  budget. 

Today's  focus  will  be  on  the  payment  of  health  maintenance  or- 
ganizations by  Medicare's  risk  contracting  program.  We  are 
pleased  once  again  to  welcome  Gail  Wilensky,  the  Administrator  of 
the  Health  Care  Financing  Administration,  and  look  forward  to 
her  testimony. 

Medicare's  risk  contracting  program,  with  HMO's  and  other  capi- 
tated health  care  delivery  systems,  has  not  been  without  its  prob- 
lems. I  think  we  all  agree  that  the  concept  of  risk  contracting  is 
sound,  but  it  is  a  strategy  or  a  procedure  which  is  still  in  its  infan- 
cy. 

Contracting  with  HMO's  is  relatively  recent,  and  it  has  grown 
rapidly,  and  sometimes  it  is  that  growth  which  has  caused  a  lot  of 
our  problems. 

At  present,  there  is  about  1.25  million  Medicare  beneficiaries  en- 
rolled in  97  risk-sharing  health  plans.  In  addition,  there  are  26 
plans  which  contract  with  Medicare  on  a  cost  basis,  with  an  addi- 
tional 140,000  beneficiaries  enrolled  in  those  programs. 

The  1991  budget  proposes  to  increase  the  amount  HMO's  are 
paid  from  95  percent  of  average  cost  to  100  percent  of  average  cost. 
Of  course,  the  HMO's  would  suggest  to  you  their  present  payment 
is  too  low,  as  does  virtually  every  other  group  of  providers,  and  I 
would  expect  the  HMO  representatives  are  here  today  to  unequivo- 
cally support  the  President's  proposal. 

On  the  other  hand,  there  are  serious  questions  related  to  the  pos- 
sibility that  HMO's  may  be  selecting  their  members  from  popula- 
tions less  likely  to  use  health  services,  and  a  practice  euphemisti- 
cally referred  to  as  cherrypicking.  One  foundation  found  the  cost 
for  beneficiaries  was  between  50  and  75  percent  higher  than  if  the 
beneficiaries  stayed  in  the  fee-for-service  sector. 

As  a  result,  it  would  seem  that  HMO's  are  overpaid,  not  under- 
paid. I  hope  our  witnesses  will  shed  some  light  on  the  appropriate- 
ness and  necessity  of  adjusting  these  payments  upward. 

We  may  very  well  be  faced  with  much  higher  budget  cuts  than 
the  members  of  this  subcommittee  anticipated,  due  to  recent  ac- 
tions by  the  administration.  As  this  is  a  cost-raising  issue,  it  is  one 
that  we  want  to  look  at  closely. 

The  questions  surrounding  the  payment  levels  are  important. 
Most  important,  however,  is  that  these  questions  be  resolved  in  the 
context  of  this  reconciliation  bill,  and  that  the  beneficiaries  are  in 
any  event  protected. 

Increases,  whether  for  rural  or  inner-city  hospitals  or  rehabilita- 
tion facilities  or  HMO's,  must  come  from  reducing  payments  to 
others  by  a  greater  amount  than  otherwise  would  be  the  case.  That 
is  a  zero  sum,  again,  and  we  can't  have  both  ends  of  the  teeter- 
totter  in  the  air  at  the  same  time.  So  if  we  put  a  heavier  gorilla  on 
one  end  of  the  board,  we  have  to  put  an  extra  gorilla  on  the  other 
side  to  balance  it  out. 

I  remind  all  of  you  that  we  will  hear  from  other  groups  who  will 
be  very  unhappy  if  we  take  money  out  of  their  pockets  and  put  it 
into  the  pockets  of  the  HMO  industry. 

[Chairman  Stark's  opening  statement  follows:] 
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Opening  Statement  of  the  Honorable  Pete  Stark 

Today  the  Subcommittee  will  continue  its  consideration  of  issues  related  to  the 
fiscal  year  1991  budget.  We  will  focus  today  on  payment  of  health  maintenance  or- 
ganizations by  the  Medicare's  risk  contracting  program. 

We  are  pleased  once  again  to  welcome  Dr.  Gail  Wilensky,  the  Administrator  of 
the  Health  Care  Financing  Administration.  The  expertise  she  brings  and  informa- 
tion she  can  provide  about  the  Administration's  proposals  for  paying  HMO's  should 
prove  helpful  to  the  Subcommittee. 

Medicare's  implementation  of  the  risk  contracting  program  with  health  mainte- 
nance organizations  and  other  capitated  health  care  delivery  systems  has  not  been 
without  problems.  Risk  contracting  is  a  good,  but  not  entirely  proven,  strategy. 

Contracting  with  HMO's  for  Medicare  benefits  is  a  relatively  recent  phenomenon. 
Authorized  by  TEFRA  in  1982,  the  program  grew  rapidly  initially,  but  growth  has 
leveled  off  in  recent  years. 

At  present  1,141,923  Medicare  beneficiaries  are  enrolled  in  97  risk-sharing  health 
plans.  In  addition,  there  are  26  plans  which  contract  with  Medicare  on  a  cost  basis, 
with  an  additional  139,614  beneficiaries  enrolled  in  those  programs. 

In  response  to  the  sluggish  growth  in  recent  years,  the  President's  budget  pro- 
poses to  increase  the  amount  HMO's  are  paid. 

Of  course,  HMO's  are  concerned  that  payment  is  too  low,  as  are  virtually  every 
other  group  of  providers  which  appear  before  this  Subcommittee.  I  would  expect  the 
HMO  representatives  here  today  to  support  the  President's  proposal. 

On  the  other  hand,  there  are  serious  questions  related  to  the  possibility  that 
HMO's  may  be  selecting  their  members  from  populations  which  are  less  likely  to 
use  health  services.  For  example  one  study  commissioned  by  HCFA  found  that  costs 
for  Medicare  beneficiaries  enrolled  in  HMO's  were  between  50  and  74  percent 
higher  than  if  the  beneficiaries  had  stayed  in  the  fee-for-service  sector. 

As  a  result  this  research  suggests  that  HMO's  are  overpaid,  not  underpaid. 

It  may  also  be  that  the  problems  with  HMO  payment  do  not  relate  to  the  absolute 
level  of  payment,  but  to  the  relative  level  of  payments  in  different  areas  of  the 
country.  It  is  certainly  true  that  the  county-bv-county  variations  in  payment  appear 
to  cause  serious  difficulties  for  both  the  HMO  s  and  the  beneficiaries. 

I  hope  that  our  witnesses  will  shed  some  light  on  the  appropriateness  and  necessi- 
ty of  adusting  HMO  pajmients  to  take  geographic  location,  health  status,  and  other 
similar  factors  into  account. 

The  questions  surrounding  HMO  payment  levels  are  important.  Equally  impor- 
tant, however,  is  that  these  questions  will  be  resolved  in  the  context  of  a  reconcilia- 
tion bill  in  which  the  Subcommittee  will  be  attempting  to  save  money  by  reducing 
payments  to  other  providers. 

Any  increases,  whether  for  rural  or  inner  city  hospitals,  or  for  rehabilitation  fa- 
cilities, or  for  HMO's,  must  come  from  reducing  payments  to  others  by  a  greater 
amount  than  would  otherwise  be  the  case. 

Any  increase  which  we  may  contemplate  must  be  strongly  supported  by  solid  data 
and  rigorous  analysis.  I  am  frankly  skeptical  that  this  test  has  been  met  in  this 
case. 

I  look  forward  to  hearing  from  our  witnesses  on  this  important  question. 

Chairman  Stark.  Our  first  witness  to  lead  us  through  this  drill 
today  is  Dr.  Wilensky,  Administrator  of  the  Health  Care  Financing 
Administration.  Welcome  back,  Gail,  we  will  be  seeing  a  good  bit  of 
you  in  the  next  month  or  so.  Why  don't  you  proceed  in  any  way 
you  are  comfortable? 

STATEMENT  OF  GAIL  R.  WILENSKY,  PH.D.,  ADMINISTRATOR, 
HEALTH  CARE  FINANCING  ADMINISTRATION,  U.S.  DEPART- 
MENT OF  HEALTH  AND  HUMAN  SERVICES 

Ms.  Wilensky.  Mr.  Chairman  and  members  of  the  subcommittee, 
I  am  pleased  to  be  here  this  morning  to  discuss  several  important 
issues  affecting  the  Medicare  program  for  health  maintenance  or- 
ganizations and  competitive  medical  plans. 

The  managed  or  coordinated  care  provided  by  these  organiza- 
tions offers  important  advantages  to  Medicare  beneficiaries.  Allow 
me  to  mention  a  few: 


6 


HMO's  and  CMP's  provide  more  comprehensive  services.  Many 
risk-contracting  HMO's  and  CMP's  provide  services  to  beneficiaries 
that  are  not  normally  covered  by  Medicare,  such  as  routine  physi- 
cals and  preventive  services,  vision  care,  and  dental  care. 

Managed  care  is  designed  to  meet  a  continuum  of  medical  needs 
for  older  Americans,  and  avoids  a  fragmented  approach  to  care.  Be- 
cause care  is  coordinated,  duplicate  services  and  problems  such  as 
the  prescription  of  contraindicated  drugs  by  different  physicians 
are  avoided. 

For  example,  coordinated  care  might  have  helped  to  avert  some 
of  the  hundreds  of  thousands  of  hospital  admissions  reported  as 
caused  by  adverse  drug  interactions. 

Managed  care  offers  the  elderly  reduced  out-of-pocket  payments, 
and  it  involves  substantially  less  paperwork  for  beneficiaries. 

A  recent  study  of  Medicare  beneficiaries  enrolled  in  managed 
care  reported  a  large  majority,  81  percent,  being  very  satisfied  with 
their  health  care. 

From  our  standpoint,  coordinated  care  represents  one  of  the  most 
important  health  care  strategies  for  maintaining  the  standards  of 
excellence  that  currently  exist  in  the  Medicare  program. 

These  plans  have  demonstrated  an  ability  to  provide  high-quality 
care  at  affordable  prices.  In  short,  we  regard  them  as  promoting 
better  value  and  better  care. 

There  are  today,  as  you  mentioned,  1,250,000  Medicare  benefici- 
aries who  are  enrolled  in  risk-based  plans,  and  2  million  who  are  in 
various  kinds  of  managed  care  programs.  While  the  growth  has 
been  steady,  we  need  to  spur  greater  interest  in  managed  care 
plans. 

In  fact,  proposals  to  encourage  managed  care  are  a  cornerstone 
of  the  President's  1991  Medicare  initiatives.  These  proposals  would 
provide  incentives  for  more  beneficiaries  to  enter  coordinated  sys- 
tems of  care.  They  also  would  encourage  more  health  care  plans  to 
participate  in  Medicare. 

We  want  to  expand  the  current  managed  care  options  available 
to  the  elderly  by  broadening  the  Federal  Government's  managed 
care  initiatives.  We  want  to  give  older  Americans  a  health  care 
option  that  has  been  available  to  consumers  in  the  private  sector 
for  years:  the  preferred  provider  organization.  Our  proposal  links 
managed  care  networks  with  supplemental  insurance  to  provide 
Medicare  wraparound  coverage.  Those  beneficiaries  who  enroll  in 
the  program  would  benefit  from  reduced  medigap  premiums,  co- 
ordination of  services,  and  extra  billing  protection. 

Our  plan,  however,  is  not  the  final  step  in  developing  coordinat- 
ed care  options  for  Medicare  beneficiaries.  We  need  to  explore  a  va- 
riety of  strategies  that  move  people  into  managed  care. 

To  that  effect,  we  also  propose  increasing  the  payment  for  CMP's 
and  HMO's  from  95  percent  to  100  percent  of  the  adjusted  average 
per  capita  cost. 

There  are  several  important  reasons  we  believe  an  increase  in 
the  Medicare  payment  is  necessary.  First,  increasing  payments  to 
CMP's  and  HMO's  is  essential  if  we  are  to  maintain  and  encourage 
greater  involvement  of  managed  care  programs  in  Medicare. 

Second,  paying  HMO's  100  percent  of  the  AAPCC  is  fair.  It 
would  establish  equity  and  parity  among  all  health  care  providers, 
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and  it  would  put  HMO's  on  the  same  footing  as  other  providers  of 
health  care  that  receive  Medicare  payments. 

HMO's  deliver  the  same  services  as  their  competitors  but  they  do 
more  by  coordinating  these  services.  We  think  they  deserve  to  get 
the  same  payment  as  their  competitors. 

Third,  enroUees  will  benefit  directly  from  an  increase  in  AAPCC 
payments  through  a  partial  rebate  of  their  part  B  premiums.  This 
rebate  will  provide  additional  incentive  for  beneficiaries  to  join  a 
managed  care  organization  and  increase  overall  Medicare  enroll- 
ment. 

Finally,  an  increase  in  the  payment  rate  sends  a  positive  signal. 
The  Federal  Government  believes  that  coordinated  care  is  good  for 
the  people  that  Medicare  serves,  and  good  for  the  Medicare  pro- 
gram. 

Part  of  our  commitment  to  managed  care  is  directed  towards  ex- 
amining the  Medicare  payment  methodology  for  possible  refine- 
ments to  the  AAPCC. 

We  are  currently  conducting  a  demonstration  that  incorporates 
an  adjustment  for  health  status  into  the  calculation  of  the  AAPCC. 
Diagnostic  cost  groups  consider  a  beneficiary's  history  of  prior  hos- 
pitalization in  calculating  the  payments. 

We  are  also  studying  the  effect  of  the  working  aged  on  the 
AAPCC,  and  whether  their  disproportionately  small  enrollment  in 
managed  care  plans  adversely  affects  the  level  of  payment. 

HCFA  is  studying  ways  to  improve  the  method  of  calculation  for 
the  geographic  adjustments  made  to  the  payment  rate. 

We  are  also  looking  at  other  payment  methodologies  that  are  not 
linked  to  fee-for-service  payments. 

Information  from  our  research  and  demonstration  efforts,  com- 
bined with  input  from  the  managed  care  industry  will  help  us  im- 
prove the  payment  methodology.  In  the  interim,  increasing  the 
AAPCC  will  demonstrate  our  intention  to  pay  a  fair  rate. 

We  are  also  reviewing  our  current  cost-based  contracts.  There 
are  more  than  700,000  Medicare  beneficiaries  enrolled  in  cost-reim- 
bursed contracts.  Several  plans  have  moved  from  risk  contracts  to 
cost-based  contracts  each  year. 

We  are  interested  in  looking  more  closely  at  the  system  of  pay- 
ment and  the  reasons  behind  the  increased  interest  in  cost  reim- 
bursement. It  seems  inconsistent  to  continue  cost-based  reimburse- 
ment to  HMO's  and  other  organizations  that  are  recognized  as  pio- 
neers in  prospective  payment. 

HMO's  have  a  longstanding  tradition  of  restraining  costs.  The  in- 
centive for  physicians  to  provide  only  appropriate  and  necessary 
care  is  a  concept  integral  to  the  nature  of  managed  care.  Our  expe- 
rience has  shown  that  incentives  to  provide  effective  and  efficient 
care  do  work. 

Last  month,  we  forwarded  our  report  to  Congress,  entitled,  'In- 
centive Arrangements  Offered  by  HMO's  and  CMP's  to  Physi- 
cians." In  that  report,  we  recommended  prohibiting  only  those  ar- 
rangements that  put  physicians  at  excessive  risk  or  liability,  or 
that  have  the  substantial  potential  to  compromise  quality  care. 

Because  it  is  difficult  to  draw  a  statutory  line  defining  acceptable 
and  unacceptable  arrangements,  we  support  collecting  necessary 
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information  on  physician  incentive  plans  to  identify  specific  and  in- 
appropriate arrangements. 

In  the  meantime,  I  assure  you  that  we  review  managed  care 
plans  periodically  to  make  sure  that  physicians  are  not  provided  in- 
centives to  make  inappropriate  treatment  decisions. 

We  examined  the  physician  payment  arrangements  for  all  plans 
which  are  seeking  Federal  qualification.  Only  one  of  the  452  plans 
now  qualified  was  identified  as  having  a  problem,  which  was  cor- 
rected. 

We  have  also  conducted  over  150  reviews  of  HMO's  with  Medi- 
care risk  contracts  and  have  not  found  any  incidence  of  improper 
physician  incentive  arrangements. 

In  conclusion,  I  want  to  reaffirm  the  administration's  commit- 
ment to  coordinated  care  as  a  system  that  promotes  better  value 
and  better  care.  We  must  move  away  from  a  la  carte  medicine  and 
actively  seek  ways  to  expand  the  choices  available  to  beneficiaries 
in  the  Medicare  program. 

We  must  continue  our  efforts  to  develop  innovative  approaches 
to  the  delivery  of  coordinated  care  that  are  attractive  to  both  con- 
sumers and  health  care  providers. 

I  would  be  pleased  to  answer  any  questions  that  you  have. 

[The  statement  of  Ms.  Wilensky  follows:] 
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TESTIMONY  OF  GAIL  R.  WILENSKY,  ADMINISTRATOR,  HEALTH  CARE 
FINANCING  ADMINISTRATION 
U.S.  DEPARTMENT  OF  HEALTH  AND  HUMAN  SERVICES 

Mr.  Chairman  and  Members  of  the  Subcommittee: 

I  am  pleased  to  be  here  this  morning  to  discuss  several  issues 
affecting  the  Medicare  program  for  Health  Maintenance 
Organizations  (HMOs)   and  Competitive  Medical  Plans  (CMPs) . 
Managed,  or  "coordinated"  care,   is  one  of  the  most  important 
health  care  strategies  for  maintaining  the  standards  of 
excellence  that  currently  exist  in  the  Medicare  program.  These 
coordinated  systems  of  care  hold  great  promise  for  improving  our 
health  care  system  within  the  constraints  of  a  tight  Federal 
budget . 

Managed  care  plans  offer  important  advantages  to  Medicare 
beneficiaries  compared  to  fee-for-service.     Let  me  mention  a  few: 

o        HMOs  and  CMPs  traditionally  provide  more  comprehensive 
services,   including  preventive  services. 

o        They  are  designed  to  meet  a  continuum  of  medical  needs,  and 
they  tend  to  avoid  a  fragmented  approach  to  care.     Because  a 
patient's  care  is  coordinated,  duplicate  services  and 
problems  such  as  the  prescription  of  contra-indicated  drugs 
by  different  physicians  are  avoided. 

o        HMOs  and  CMPs  often  reduce  out-of-pocket  costs  for 
enrollees.  And, 

o        They  involve  substantially  less  paperwork  for  beneficiaries. 

Coordinated  care  plans  operate  in  a  competitive  environment, 
prompting  the  efficient  management  of  valuable  health  care 
resources.     These  plans  have  demonstrated  the  ability  to  provide 
high  quality  care  at  an  affordable  price.     In  short,  they  promote 
better  value  and  better  care. 

As  a  strong  supporter  of  coordinated  care,   I  am  encouraged  by  the 
steady  growth  of  Medicare  enrollment  in  prepaid  health  care 
plans.     Today  there  are  close  to  2  million  Medicare  beneficiaries 
enrolled  in  various  coordinated  care  programs.     In  areas  where 
managed  care  plans  are  available.  Medicare  enrollment  is  reaching 
a  significant  level.     For  example,   nearly  15  percent  of  Oregon's 
Medicare  population  is  enrolled  in  managed  care  plans,   and  in  Los 
Angeles,  25  percent  of  the  Medicare  population  is  enrolled  in 
managed  care  plans. 

FY  1991  LEGISLATIVE  PROPOSALS 

We  want  to  be  more  active  and  innovative  about  developing  and 
promoting  coordinated  care  plans.     In  fact,  proposals  to 
encourage  managed  care  are  a  cornerstone  of  the  President's  FY 
1991  Medicare  initiatives.     Our  proposals  would  provide 
incentives  for  more  consumers  to  enter  coordinated  systems  of 
care.     They  also  would  encourage  more  health  care  plans  to 
participate  in  Medicare.     We  want  to  expand  the  current  managed 
care  options  available,  and  we  want  to  broaden  the  federal 
government's  managed  care  initiatives. 

Medicare  Plus 

We  want  to  give  older  Americans  another  option  in  health  care, 
one  that  has  been  available  to  consumers  in  the  private  sector 
for  several  years:  the  preferred  provider  organization.  Our 
proposal  links  managed  care  networks  with  supplemental  insurance 
to  provide  Medicare  "wrap  around"  coverage.     Those  beneficiaries 
who  enroll  in  the  program  would  benefit  from  coordination  of 
services,  reduced  Medigap  premiums,  and  extra  billing  protection. 
The  approach  is  consistent  with  trends  in  employer  coverage. 
Insurers  who  currently  use  managed  care  networks  for  their 
employer-based  group  business  could  expand  this  option  to  their 
private  Medigap  business. 

Our  plan,  however,   is  not  the  final  step  in  developing 
coordinated  care  options  for  Medicare  beneficiaries.     We  want  to 
explore  a  variety  of  strategies  to  move  people  into  managed 
systems  of  care. 
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Increased  Payments  to  HMOs/CMPs 

Increasing  payments  to  HMOs  and  CMPs  is  essential  if  we  are  to 
maintain  and  encourage  greater  involvement  of  managed  care 
programs  in  Medicare.     To  that  effect,  we  propose  to  increase  the 
payment  rate  for  HMOs  and  CMPs  from  95  to  100  percent  of  the 
adjusted  average  per  capita  cost   (AAPCC) .     Part  of  that  increased 
payment  would  be  returned  directly  to  beneficiaries.     There  are 
several  important  reasons  why  we  believe  an  increase  in  Medicare 
payment  is  necessary. 

First,  paying  HMOs  100  percent  of  the  AAPCC  is  fair.  Increasing 
the  payment  rate  to  the  full  AAPCC  would  establish  equity  and 
parity  among  health  care  providers.     It  would  put  HMOs  on  the 
same  footing  as  other  providers  of  health  care  that  receive 
Medicare  payments. 

The  efficiencies  accomplished  by  the  Prospective  Payment  System 
(PPS)   have  made  it  more  difficult  for  managed  care  to  achieve 
savings  through  reduced  hospitalization.     Managed  care 
organizations  should  not  be  penalized  for  this  trend  toward 
efficiency.     HMOs  deliver  the  same  services  as  their  competitors, 
but  do  more  by  coordinating  those  services.     We  think  they 
deserve  the  same  payment  as  their  competitors. 

Second,  Medicare  enrollees  will  directly  benefit  from  the 
increase  in  AAPCC  payments  through  a  partial  rebate  of  their  Part 
B  premiums.     This  rebate  will  provide  an  additional  incentive  for 
beneficiaries  to  join  a  managed  care  organization  and  increase 
overall  Medicare  enrollment  in  these  plans. 

Finally,   an  increase  in  the  payment  rate  signals  a  positive 
commitment  from  the  federal  government  that  we  believe 
coordinated  care  is  good  for  Medicare  beneficiaries  and  for  the 
Medicare  program. 

Part  of  our  commitment  to  managed  care  is  directed  toward 
examining  the  Medicare  payment  methodology  for  possible 
refinements  to  the  AAPCC.     Our  efforts  include  the  following: 

o        Diagnostic  Cost  Groups  -  We  are  currently  conducting  a 

demonstration  that  incorporates  an  adjustment  for  health 
status  into  the  calculation  of  the  AAPCC.     Diagnostic  cost 
groups,   or  DCGs ,   consider  a  beneficiary's  history  of  prior 
hospitalization  in  calculating  AAPCC  payment  levels. 

o        Working  Aged  -  We  are  studying  the  effect  of  the  working 

aged  on  the  AAPCC  and  whether  their  disproportionately  small 
enrollment  in  managed  care  plans  adversely  affects  the  level 
of  payment. 

o        Geographic  Adjuster  Study  -  HCFA  is  studying  ways  to  improve 
the  method  for  computing  the  geographic  adjustments  made  to 
the  payment  rates.     We  currently  employ  a  technique  that 
uses  estimates  from  the  previous  five  years,  but  we  are 
examining  more  sophisticated  methods. 

We  also  are  looking  at  other  payment  methodologies  that  are  not 
linked  to  the  f ee-f or-service  experience. 

Information  from  our  research  and  demonstration  efforts  combined 
with  input  from  the  managed  care  industry  will  help  us  improve 
the  payment  methodology.     In  the  interim,   increasing  the  AAPCC 
will  demonstrate  to  the  HMOs  our  intention  to  pay  a  fair  rate. 

We  are  also  reviewing,    in  the  same  detail  as  our  risk-contracts, 
our  current  cost-based  contracts.     There  are  more  than  700,000 
Medicare  beneficiaries  enrolled  in  cost-reimbursed  contracts. 
Several  plans  are  moving  from  risk  contracts  into  cost-based 
contracts  each  year.     We  are  interested  in  looking  more  closely 
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at  this  system  of  payment  and  the  reasons  behind  the  increased 
interest  in  cost  reimbursement.     It  seems  inconsistent  to 
continue  cost-based  reimbursement  to  HMOs  and  other  organizations 
that  are  recognized  as  pioneers  in  prospective  payment. 

PHYSICIAN  INCENTIVE  ARRANGEMENTS 

HMOs  have  a  long-standing  tradition  of  restraining  costs.  Our 
experience  has  shown  that  incentives  to  provide  effective  and 
efficient  care  do  work.     The  health  care  community  reacts 
positively  to  incentives,  and  we  must  foster  an  atmosphere  that 
permits  these  forces  to  work. 

Indeed,  the  incentive  for  physicians  to  provide  only  appropriate 
and  necessary  care  is  a  concept  integral  to  the  nature  of  managed 
care  systems.     It  acts  as  a  safeguard  against  overutilization  of 
medical  services.     This  incentive  is  superior  to  that  in  fee-for- 
service,  where  physicians  have  little  motivation  to  restrain 
utilization. 

HMOs  with  Medicare  contracts  are  subject  to  far  more  internal  and 
external  review  than  most  health  care  delivery  systems.     Yet,  we 
have  seen  no  evidence  to  support  the  view  that  physician 
incentive  arrangements  result  in  the  under-provision  of  services 
or  poor  quality  care.     Research  conducted  over  the  past  20  years 
has  found  that  physician  incentive  arrangements  in  prepaid  health 
delivery  systems  do  not  result  in  substandard  care.     In  fact, 
there  is  a  growing  body  of  literature  indicating  that  the  quality 
of  care  they  provide  equals  or  exceeds  that  found  in  fee-for- 
service. 

Last  month  we  forwarded  our  report  to  Congress  entitled, 
"Incentive  Arrangements  Offered  by  HMOs  and  CMPs  to  Physicians." 
In  that  report,  we  recommended  prohibiting  only  those 
arrangements  that  put  the  physician  at  excessive  risk  or 
liability,  or  that  have  substantial  potential  to  compromise 
quality  care.     Because  it  is  difficult  to  draw  a  statutory  line 
defining  acceptable  and  unacceptable  arrangements,  we  support 
collecting  necessary  information  on  physician  incentive  plans  to 
identify  specific,   inappropriate  arrangements. 

CONCLUSION 

In  conclusion,  I  want  to  affirm  the  Administration's  commitment 
to  coordinated  care  as  a  system  that  promotes  better  value  and 
better  care.     We  must  move  away  from  a  la  carte  medicine  and 
actively  seek  ways  to  expand  the  choices  available  to 
beneficiaries  in  the  Medicare  program.     We  must  continue  our 
efforts  to  develop  innovative  approaches  to  the  delivery  of 
coordinated  care  that  are  attractive  to  both  our  beneficiaries 
and  health  care  providers. 

I  would  be  pleased  to  answer  any  questions  you  may  have. 
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Chairman  Stark.  Can  you  kind  of  lead  me  through  the  calcula- 
tions that  led  you  to  figure  that  we  ought  to  go  from  95  percent  of 
average  cost  to  100  percent? 

Ms.  WiLENSKY.  Sure.  Initially,  when  the  95  percent  was  calculat- 
ed, it  was  done  on  the  basis  of  excessive  amounts  of  hospitalizations 
and  resulting  expenditures  associated  with  the  Medicare  system. 

As  you  recall,  the  HMO  risk  contracting  provision  was  enacted 
just  before  the  time  that  we  enacted  the  prospective  payment 
system.  The  sense  of  excessive  hospital  days  and  excessive  admis- 
sions in  the  Medicare  system  were  a  concern  that  not  only  led  to 
prospective  payment,  but  also  resulted  in  our  believing  that  95  per- 
cent payment  rate  would  be  appropriate  because  of  the  belief  that 
HMO's,  in  fact,  could  provide  services  in  a  more  conservative  and 
less  expensive  way. 

Several  things  have  happened. 

Chairman  Stark.  Now,  is  it  fair  to  say  that  number  was  an  esti- 
mate? 

Ms.  WiLENSKY.  Yes,  something  less  than  100. 
Chairman  Stark.  No  empirical  link? 
Ms.  WiLENSKY,  No  hard  scientific  data. 
Chairman  Stark.  OK,  and  go  ahead. 

Ms.  WiLENSKY.  Two  things  have  happened,  at  least.  Probably 
more.  One  thing  that  has  happened  is  that  as  a  result  of  the  pro- 
spective payment  system,  we  believe  that  the  excess  payments 
going  to  hospitals  prior  to  1983  are  no  longer  present. 

There  have  been  substantial  reductions,  as  you  well  know,  in 
both  the  admission  rate  and  in  the  length  of  stay.  So  what  we  are 
trying  to  aim  at  is  a  less  inflated  system  than  before. 

There  is  also,  in  our  view,  concern  with  the  calculation  of  the 
AAPCC.  It  is  an  area  in  which  we  have  struggled.  We  continue  to 
struggle.  I  will  be  glad  to  discuss  some  of  the  options  that  we  are 
looking  at,  and  also  some  of  the  things  we  are  thinking  about  doing 
in  the  future. 

But  in  the  meantime,  it  has  seemed  to  us  that  although  we  be- 
lieve that  HMO  managed  care  represents  an  important  cornerstone 
of  our  attempt  to  move  away  from  a  la  carte  medicine,  it  has  not 
grown  in  the  ways  that  we  would  like  it  to.  On  the  basis  of  a 
market  test  of  whether  or  not  payment  rates  appear  to  be  suffi- 
cient, the  market  is  suggesting  that  perhaps  they  are  not.  It  is  in 
the  program's  interest  and  in  the  elderly's  interest  to  have  HMO's 
as  a  major  alternative  to  a  la  carte  medicine,  and  therefore,  we 
would  like  to  do  something  to  encourage  their  expansion. 

Chairman  Stark.  OK,  well,  let  me  tell  you  about  my  concerns. 

We  have  had  some  examples,  both  in  Florida  and  California,  of  a 
system  I  think  is  easy  to  scheme,  and  I  lay  down  this  charge  face- 
tiously, but  I  am  not  so  sure  it  is  not  pretty  accurate. 

If  I  could  take  a  large  PC  system  costing  less  than  $15,000,  and 
legally  start  an  HMO,  and  suddenly  have  3  million  dollars'  worth 
of  cash-flow  coming  in,  the  last  you  would  see  of  me  is  when  you 
get  an  invitation  to  come  to  my  Bahama  research  institute. 

There  is  no  way  of  regulating  insurance  companies.  That  is  done 
haphazardly.  As  we  have  had  fantastic  examples  of  institutions 
that  have  been  honored,  Kaiser  in  my  own  home  county  is  a  per- 
fect example,  there  is  still  some  room  to  game  us. 
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Then  you  go  down  to  look  at  how  this  thing  is  related.  If  we  are 
ratcheting  down  the  hospital  payments  in  an  area,  isn't  there  some 
kind  of  a  link  between  what  we  pay  HMO's? 

Ms.  WiLENSKY.  Right. 

Chairman  Stark.  And  the  same  thing  is  true  of  physician  fees. 
That  has  a  feedback.  I  don't  know  how  accurate  the  link  is,  but 
look  at  the  kind  of  games  you  could  play. 

Let's  suppose  you  want  to  organize  an  IPA  model,  and  you  enlist 
50  or  100  internists.  You  are  an  office  management  company  and 
the  internist  can  select.  They  can  recruit  into  the  HMO,  which  is 
an  independent  practice,  or  they  can  keep  these  patients  as  fee-for- 
service  patients.  Which  ones  are  going  to  go  into  the  HMO? 

You  and  I  know  which  ones.  The  healthy  ones,  right?  Those  who 
don't  smoke,  don't  drink,  and  are  in  their  early  sixties.  Which  ones 
are  you  going  to  keep  on  a  fee-for-service  basis?  The  ones  who  come 
in  with  emphysema,  history  of  strokes,  preexisting  conditions. 

So,  where  the  doctor  has  the  option  of  steering — that  is  a  word 
that  is  acceptable  in  medical  practice,  we  may  be  getting  gamed, 
and  I  just  see  such  a  hodge-podge  of  lack  of  information  about  how 
we  are  paying. 

One  thing  that  interests  me  is  if  a  person  were  ill,  and  they 
dropped  out  of  the  HMO,  would  we  end  up  paying  100  percent? 
Ms.  WiLENSKY.  Yes. 

Chairman  Stark.  Can  we  pay  cost  reimbursement  not  to  exceed 
100  percent? 

Ms.  WiLENSKY.  Well,  let  me  back  up.  You  made  a  number  of 
points  I  would  like  to  respond  to.  It  is  not  to  say  that  there  haven't 
been  some  problems — since  you  know  we  have  had  a  couple  of  spec- 
tacular misfortunes. 

Chairman  Stark.  Thievery.  One  guy  is  I  believe  an  escaped 
felon. 

Ms.  WiLENSKY.  I  think  we  need  to,  as  always,  try  to  put  this  into 
some  perspective.  We  require  a  series  of  quality  assurance  mecha- 
nisms, both  that  the  HMO  must  have,  and  that  we  also  perform. 
While  I  have  in  fact  a  lot  of  concern  about  the  Federal  Govern- 
ment's ability  to  regulate  insurance,  the  Federal  Government  has 
been  very  actively  involved  in  regulating  HMO's  from  1972. 

This  is  an  area  in  which  the  term  "federally  qualified  HMO,"  in 
fact,  denotes  that  act  of  involvement.  So,  I  think  that  there  has 
been  a  very  active  attempt  on  the  part  of  the  Federal  Government 
to  involve  itself  in  quality  assurance  of  the  actual  medical  care,  as 
well  as  of  other  activities  that  go  on  within  the  HMO. 

The  second  thing  is  that  basically,  we  can  look  around,  and  the 
kind  of  scenario  you  present,  which  you  say  could  happen,  just 
doesn't  seem  to  be  happening.  The  fact  of  the  matter  is,  we  have 
not  been — somewhat  to  our  chagrin — getting  the  kind  of  increase 
in  HMO  participation  that  we  would  like.  One  of  the  things  I  am 
particularly  trying  to  do  now  is  to  sit  down  with  provider  groups 
and  with  insurance  companies,  because  I  truly  believe  that  various 
kinds  of  coordinated  care  represent  one,  but  not  the  only  mecha- 
nism that  I  think  we  need  to  provide  both  better  value  and  better 
quality  care  for  the  elderly. 

The  question  is  why  are  we  not  getting  a  flood  of  people  coming 
in  taking  advantage  of  this  wonderfully  high  rate,  or  of  the  oppor- 
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tunity,  so-called,  to  rip  off  the  system.  We  had  growth  initially,  and 
then  some  very  steady  growth.  So,  the  fact  is,  we  are  really  in  the 
position  of  saying:  explain  to  us;  is  there  something  about  either 
the  payment  rate  that  is  inadequate,  or  some  other  parts  of  our 
program  that  are  unduly  burdensome? 

Although  we  indicate  we  would  like  to  make  this  a  major  area  of 
growth,  we  haven't.  It  has  been  a  concern  that  led  us  to  propose 
the  payment  increase  in  what  is  a  very  obviously  tight  budgetary 
time,  although  that  increase  is  split  partly  as  a  rebate  to  the  bene- 
ficiary to  encourage  the  beneficiary  to  join,  and  partly  as  an  in- 
crease in  the  AAPCC. 

Chairman  Stark.  Let  me  play  the  devil's  advocate  and  say 
maybe  the  reason  you  are  not  getting  much  rate  in  growth,  and 
again  this  is  experience  just  in  my  own  personal  situation,  is  that 
the  HMO's  can't  do  it  unless  they  can  make  positive  selection. 

In  other  words,  there  is  in  the  system  a  lot  of  discriminatory  ad- 
mission, and  while  every  HMO  will  deny  it,  I  don't  believe  them.  I 
will  give  you  an  example,  again,  of  infamous  Kaiser,  who  does  not, 
even  in  northern  California,  have  a  risk  contract,  so  they  are  free 
to  pick  and  choose  the  way  an  instinctive  HMO  would,  and  they 
turned  down  my  mother,  and  for  good  reason. 

If  she  isn't  drinking,  she  is  smoking.  She  could  tell  them  she  was 
going  to  quit  smoking,  and  I  have  been  hearing  that  for  45  years 
from  her,  but  if  they  were  in  a  risk  contract  situation,  they  would 
have  to  take  her. 

As  I  say,  you  don't  want  the  sick  ones,  that  anybody  can  pick  up. 
At  any  rate,  I  am  hearing  from  some  HMO's  that  they  can  live 
with  95  percent,  with  one  caveat,  if  we  keep  ratcheting  down  the 
PPS  pajmaent.  It  will  affect  them  enough,  and  this  would  obviously 
be  an  unnamed  HMO  that  is  in  an  area  where  it  has  a  large 
enough  market  penetration  so  what  we  pay  the  hospitals  would 
have  a  very  direct  effect  on  its  costs. 

Yet,  they  are  still  providing  care  to  people  with  half  the  number 
of  doctors. 

You  would  think  from  that,  they  are  probably  providing  the  care 
at  less  cost.  That  is  a  pretty  simple  deduction.  You  have,  as  I  un- 
derstand, records  on  income  and  cost.  They  have  to  tell  you  what 
their  income  and  what  their  cost  is,  but  you  do  not  have  any  stand- 
ard accounting  method,  so  comparing  these  operations  is  not  

Ms.  WiLENSKY.  It  is  very  difficult. 

Chairman  Stark.  How  much  of  a  problem  would  it  be  to  require 
uniform  accounting  standards? 

Ms.  WiLENSKY.  We  have  been  working  with  this.  The  problem 
that  has  arisen,  as  I  understand  it,  is  that  because  HMO's  do  not 
need  to  keep  information  for  billing  purposes,  on  a  normal  visit 
basis  as  other  physicians  and  hospitals  do,  they  have  traditionally 
not  kept  the  kind  of  cost  data  we  would  need  and  that  really  has 
been  the  problem. 

Chairman  Stark.  No,  I  mean  regular  cost,  salary,  fees,  cost  data. 

Ms.  WiLENSKY.  I  assume  that  information  is  available. 

Chairman  Stark.  It  is  to  you,  but  the  HMO's  don't  have  a  uni- 
form reporting  basis,  so  it  would  be  somewhat  difficult  to  compare 
the  profitability  of  various  operations. 

Ms.  WiLENSKY.  I  don't  know.  I  will  be  glad  to  look  into  it. 
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[The  following  was  subsequently  received:] 

HMO's  and  competitive  medical  plans  (CMP's)  are  all  required  to  comply  with  the 
"National  Data  Reporting  Requirements"  (NDRR),  which  is  a  system  of  reporting 
financial  information  to  HCFA. 

NDRR  reports  are  filed  with  HCFA  either  on  a  quarterly  or  annual  basis,  depend- 
ing on  the  financial  condition  of  the  HMO,  and  all  CMP's  are  required  to  submit 
quarterly  reports. 

In  addition  to  an  annual  independently  audited  financial  statement,  each  entity 
must  provide:  a  balance  sheet  of  assets  and  liabilities;  a  statement  of  revenue  and 
expenses;  a  cash  flow  statement;  enrollment  and  utilization  tables;  ownership  and 
control  disclosure  statements;  and  a  disclosure  of  certain  financial  transactions  with 
related  parties. 

Prepaid  organizations  must  also  provide  HCFA  with  schedules  of:  cash,  restricted 
assets  and  restricted  funds,  investments,  premiums  and  other  receivables,  property 
and  equipment,  analysis  of  assets,  unpaid  claims  analysis,  loans  and  notes  payable, 
and  reinsurance. 

Finally,  prepaid  organizations  are  expected  to  follow  the  generally  accepted  ac- 
counting principles  outlined  in  the  Statement  of  Position  of  the  American  Institute 
of  Certified  Public  Accountants  unless  there  are  unusual  circumstances  which  can 
be  justified  by  the  organization. 

Chairman  Stark.  It  is  the  estimating  out  there,  the  picking  of 
percentages  out  of  various  chapters  of  the  good  book  as  a  way  to 
determine  what  we  are  going  to  pay  them  that  troubles  me,  be- 
cause I  can't  argue  with  you  if  I  don't  have  the  numbers  to  argue 
with  you  about. 

Ms.  WiLENSKY.  I  think,  again,  I  would  encourage  you  as  some- 
body who  has  observed  this  for  a  while  to  look  at  the  fact  if  this 
were  such  a  wonderful,  profitable  industry,  why  don't  we  see 
people  flocking  in,  for  whatever  reasons? 

The  fact  is,  we  don't  see  them  coming  in,  and  it  ought  to  trouble 
you. 

Chairman  Stark.  But  the  ones  we  know  of  are  the  ones  who  are 
now  in  Venezuela,  and  I  try  to  remind  the  Justice  Department 
where  they  are. 

Ms.  WiLENSKY.  That  was  an  unfortunate  example. 

Chairman  Stark.  The  other  guys  are  back  in  Germany. 

Ms.  WiLENSKY.  It  turns  out,  in  fact,  although  it  has  probably  not 
been  well  enough  publicized,  the  plan  has  been  turned  around  in  a 
very  dramatic  way  by  Humana  in  terms  of  what  they  are  provid- 
ing. However,  I  don't  want  to  excuse  what  happened. 

I  think  we  have  seen  some  steady  growth  in  HMO's.  We  have 
certainly  seen  it  in  the  nonelderly  market,  particularly  in  the  non- 
staff  model,  the  IPA  model,  and  a  lot  of  growth  in  preferred  provid- 
er organizations. 

I  think  from  our  point  of  view,  compared  to  a  la  carte,  fee-for- 
service  medicine,  we  think  that  having  people  in  coordinated  care 
arrangements  not  only  gives  better  value  to  us  and  the  beneficiary, 
but  also  gives  better  quality  because  of  the  chance  to  coordinate 
care  and  to  oversee  the  kind  of  care  being  provided. 

Chairman  Stark.  But,  would  you  agree  with  me  that  IPA's,  for 
instance,  are  nothing  more  than  supersophisticated  a  la  carte  pro- 
grams, with  portion  control,  and  with  very  little  wastage.  What 
they  are  really  doing  is  finding  out  how  to  maximize  their  return 
from  our  system,  and  they  are,  just  by  any  other  namie,  a  fee-for- 
service  conglomerate,  operating  with  

Ms.  WiLENSKY.  No,  I  don't  agree.  I  think  in  the  initial  years 
IPA's  were  doing  only  one  of  the  two  things  they  need  to  if  they 
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are  going  to  provide  a  useful  service.  They  were  having  a  discount- 
ed fee  for  service,  which  was  something  they  had  done  traditional- 
ly. They  had  not  done  the  most  important  part,  which  is  why  they 
weren't  cost  saving;  they  hadn't  provided  any  utilization  review. 

Again,  I  think  that  the  important  factor  is  that  an  IPA  pro- 
vides— some  do  it  better  than  others,  there  is  no  question  about 
that — some  coordination  and  utilization  review  for  its  participating 
physicians.  That  will  make  the  difference  as  to  whether  or  not  they 
will  be  effective  in  organizing  their  care,  just  the  way  

Chairman  Stark.  You  are  less  suspicious  than  I  am.  Has  it  ever 
occurred  to  you  that  the  same  utilization  review  formula  can  be 
turned  on  its  head  and  used  to  generate  fees? 

Ms.  WiLENSKY.  Well,  it  certainly  can  be.  But  whether  or  not  you 
have  volume  increasing  with  an  attempt  to  control  prices — obvious- 
ly what  we  have  always  been  concerned  about — you  look  to  see 
where  your  incentives  are.  In  an  IPA,  when  you  have  a  fixed  per 
capita  payment,  it  is  by  shifting  the  risk  to  the  organization  that 
makes  it  in  their  interest  to  have  utilization  review  that  is  really 
working,  because  they  are  at  risk  for  not  controlling  utilization. 

Chairman  Stark.  Then  you  are  also  comfortable  with  the  fact 
their  enrollment  is  truly  open? 

Ms.  WiLENSKY.  There  are  ways  to  monitor  whether  or  not  it  is  or 
it  isn't,  and  I  think  that  there  have  been  concerns  and  that  there 
are  ways  to  try  to  deal  with  that.  I  also  think  one  of  the  most  im- 
portant features  that  we  have  supported  is  the  30-day  disenroU- 
ment  provision  to  allow  the  elderly  themselves  to  vote  with  their 
feet  if  they  think  they  are  not  getting  services  or  are  being  denied 
care,  although  there  is  very  little  evidence  of  dissatisfaction. 

Chairman  Stark.  I  don't  think  they  are  now,  but  what  about 
making  the  HMO  liable  to  replace  the  health  insurance  if  it  is  fore- 
gone? 

Ms.  WiLENSKY.  I  think  you  raise  an  important  concern.  I  don't 
know  the  answer.  What  do  we  do  to  make  sure  that  the  elderly  are 
able  to  be  insured  under  fee-for-service  if  they  leave  an  HMO,  is  an 
important  issue. 

I  would  want  to  think  about  how  to  do  that  best.  I  think  that 
may  well  have  been  one  of  the  problems  we  have  had  in  trying  to 
promote  HMO's,  especially  if  you  take  a  group  which  has  not  tradi- 
tionally been  in  HMO,  even  if  they  think  they  may  wish  to  enroll 
in  an  HMO.  Based  on  trying  to  help  my  parents  when  they  were 
looking  at  insurance,  I  understand  the  concern  of  giving  up  any- 
thing they  had  to  try  anything  that  was  new,  with  the  fear  that  if 
they  didn't  like  it,  would  they  be  able  to  go  back  into  their  Blue 
Cross-Blue  Shield  plan. 

I  think  the  concern  is  a  real  one,  and  we  need  to  think  about  it.  I 
am  not  sure  it  is  the  HMO  who  ought  to  be  regarded  in  bearing  the 
risk. 

Chairman  Stark.  Mr.  Chandler. 

Mr.  Chandler.  Thank  you,  Mr.  Chairman. 

In  light  of  the  fact  Sunday  is  Mother's  Day,  I  would  like  to  start 
by  asking  unanimous  consent  that  what  you  said  about  your  sweet 
mother  be  stricken  from  the  record. 

Chairman  Stark.  Without  objection. 
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Mr.  Chandler.  Mr.  Levin  and  I  will  write  something  to  replace 
what  you  said  about  her,  and  get  you  out  of  trouble. 

Dr.  Wilensky,  do  you  think  that  the  5,000  minimum  enrollment 
is  large  enough  to  be  realistic,  to  avoid,  I  think,  the  problems  that 
the  chairman  was  discussing  with  25,000.  Apparently,  we  couldn't 
get  enough  participation  on  the  side  of  providers,  5,000  seems  to 
raise  the  question  of  whether  you  can  get  a  good  patient  base. 

Ms.  Wilensky.  I  would  be  glad  to  look  into  it  and  give  you  a 
written  response.  I  don't  know  whether  5,000  is  an  adequate 
number.  Our  concern  has  been  a  phrase  that  I  had  heard  some 
time  ago  in  response  to  the  HMO  Act  of  1972,  which  is:  it  is  not  so 
much  what  we  did  for  HMO's  as  what  we  did  to  HMO's.  Whether 
or  not  we  have  put  the  enrollment  number  too  low  is  something  I 
would  like  to  look  into. 

[The  following  was  subsequently  received:] 

HCFA  examined  this  issue  of  a  minimum  enrollment  requirement  in  1988  as  a 
result  of  the  large  number  of  HMO's  that  failed  to  renew  their  Medicare  contracts 
at  the  end  of  1987.  At  that  time,  we  considered  whether  we  should  recommend  in- 
creasing the  minimum  enrollment  level  from  5,000  to  25,000,  and  we  also  considered 
whether  we  should  rescind  the  regulatory  provision  allowing  the  minimum  enroll-  - 
ment  requirement  to  be  met  by  the  prospective  contractor's  parent  organization. 
The  25,000  figure  was  used  because,  according  to  a  study  done  by  Interstudy,  it  re- 
flected the  apparent  financial  "break-even"  point  for  HMO's. 

The  result  of  our  analysis  at  that  time  was  that  the  level  of  non-Medicare  enroll- 
ment prior  to  contracting  was  not  a  clear  predictor  of  success  or  failure  as  a  Medi- 
care risk-based  contractor. 

What  does  appear  to  be  clear,  however,  based  on  trends  over  the  past  several 
years,  is  that  the  majority  of  risk-based  contractors  that  failed  to  renew  their  con- 
tracts had  low  Medicare  enrollment  levels,  even  though  their  corresponding  com- 
mercial enrollment  levels  may  have  been  very  high. 

Mr.  Chandler.  Also,  is  it  1.1  million  participants? 

Ms.  Wilensky.  A  little  more  than  that,  1.2  that  are  risk-based; 
there  are  about  700,000  in  cost-based  contracts,  as  well. 

Mr.  Chandler.  Is  it  correct  that  you  stated  in  your  testimony 
that  15  percent  of  the  Medicare  recipients  in  Oregon  belong  to 
HMO's? 

Ms.  Wilensky.  Right,  that  is  correct. 

Mr.  Chandler.  How  many  of  these  people  are  from  rural  areas? 
Do  HMO's  do  a  very  good  job  of  providing  care  in  those  areas? 

Ms.  Wilensky.  The  problem  is  that  HMO's  typically  are  not  in 
rural  areas,  because  these  areas  don't  have  the  concentration  of 
people  that  are  necessary. 

There  are  examples  of  some  that  are  in  rural  areas,  but  the  prob- 
lem typically  has  been  whether  or  not  there  is  sufficient  population 
to  draw  on,  to  support  a  set  of  services.  The  issues  are  similar  to 
the  kinds  of  problems  you  have  generally  in  rural  health. 

Mr.  Chandler.  So,  it  may  be  a  concept  we  have  to  accept;  this 
works  in  urban  areas,  it  doesn't  work  in  rural,  and  go  ahead  with 
it. 

I  understand  that  the  Los  Angeles  area  has  a  great  number  of 
enroUees  under  these  programs.  There  are  some  I  know  in  my 
State  of  Washington. 

Ms.  Wilensky.  Correct.  Minnesota  has  a  lot.  Arizona  has  some. 

Mr.  Chandler.  Now,  in  terms  of  the  participants,  the  potential 
patients,  what  is  your  sense  of  their  satisfaction,  because  while  I 
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can  certainly  see  some  advantages,  you  do  give  up  some  flexibility 
when  you  participate  in  a  program  like  this. 

Ms.  WiLENSKY.  We  have  a  survey  that  was  done  recently  that 
found  81  percent  of  the  people  participating  in  the  HMO's  report- 
ing themselves  as  being  satisfied  with  the  services. 

We  have,  as  best  we  can  tell,  somewhat  greater  satisfaction  in 
HMO's — not  an  enormous  amount,  but  somewhat  greater  satisfac- 
tion being  reported  by  participants  in  HMO's  than  those  in  fee-for- 
service  medicine,  in  an  overall  basis.  So,  satisfaction  for  those  who 
are  in  HMO's  does  not  appear  to  be  a  problem,  and  the  ability  to 
disenroll  basically  at  will  supports  those  who  have  a  problem  by 
enabling  them  to  get  out. 

Mr.  Chandler.  As  I  recall,  there  is  also  a  preferred  provider  con- 
cept. 

Ms.  WiLENSKY.  That  is  a  very  important  part  of  this  year's 
budget,  and  we  are  trying  to  complete  the  details  on  a  proposal  to 
allow  Medicare  beneficiaries  to  be  able  to  use  a  preferred  provider 
organization,  thereby  gaining  an  additional  element  in  our  package 
of  coordinated  care  strategies. 

Mr.  Chandler.  Hasn't  it  been  tested  already? 

Ms.  WiLENSKY.  Preferred  provider  organizations  are  common  for 
the  nonelderly.  There  are  about  30  million  people  that  have  them. 
We  also  have  a  demonstration  under  our  waiver  authority  of  a  pre- 
ferred provider  organization  in  Arizona  that  has  recently  started 
and  is  attracting  a  large  number  of  Medicare  beneficiaries  by  being 
able  to  offer  a  substantial  discount  over  the  normal  medigap  premi- 
um. This  arrangement  is  very  much  what  we  hope  to  do  in  this 
proposed  legislation,  to  allow  medigap  plans  to  require  the  use  of 
preferred  provider  organizations,  which  they  are  not  able  to  now 
do,  and  to  encourage  that  as  an  additional  option  under  Medicare. 

Mr.  Chandler.  What  does  it  take  to  get  physicians,  do  you  think, 
outside  of  an  HMO,  to  participate  in  the  concept  we  are  discussing 
now — the  preferred  provider,  assuming  we  are  going  to  expand 
that  concept  in  Medicare? 

Ms.  WiLENSKY.  I  think  the  attraction  you  have  for  physicians  is 
to  become  part  of  a  network,  and  give  some  likelihood  of  maintain- 
ing or  increasing  their  market  share  in  what  is  a  competitive  envi- 
ronment. I  think  they  also,  obviously,  will  be  giving  up  some  of 
their  own  freedom  of  action  as  well.  And  typically,  the  tradeoff  to 
that  is  being  brought  into  a  referring  network  of  physicians. 

Mr.  Chandler.  One  of  the  complaints  I  so  often  hear  from  both 
providers  and  participants  is  the  paperwork  complaint. 

Ms.  WiLENSKY.  This  should  assist.  One  of  the  things  about  coordi- 
nated care  strategies  in  general,  both  for  the  physician  and  for  the 
elderly  person,  is  that  it  reduces  the  paperwork  involved.  We  think 
it  maybe  hasn't  been  sold  as  much  as  it  might  be,  particularly  for 
HMO's,  but  you  basically  don't  have  any  paperwork. 

You  fill  out  your  initial  application,  and  pay  your  monthly  pre- 
miums, if  there  are  any  additional  premiums  beyond  Medicare,  and 
that  is  it. 

Mr.  Chandler.  I  just  have  a  couple  of  more  questions,  Mr.  Chair- 
man. 

In  your  testimony  and  just  now,  you  referred  to,  and  you  just  did, 
coordinated  care,  and  you  also  refer  to  managed  care.  Is  there  a 


19 


difference  between  those  two  terms,  or  are  you  saying  the  same 
thing? 

Ms.  WiLENSKY.  Saying  the  same  thing.  We  are  using  the  term 
"coordinated  care."  Managed  care  is  sometimes  used  by  people  to 
mean  very  specific  things.  Some  parts  of  the  insurance  industry 
have  it  mean  not  PPO's,  not  HMO's,  but  other  types  of  arrange- 
ments to  provide  oversight. 

Other  times,  people  use  the  term  to  include  everything  from  an 
HMO  to  a  network  of  physicians.  We  have  been  using  the  term  ''co- 
ordinated care"  to  mean  anything  in  which  there  is  some  sort  of 
oversight  and  coordination  provided  in  how  care  is  rendered. 

Mr.  Chandler.  That  has  to  do  with  the  rising  cost  of  medical 
care.  We  all  read  last  week  the  article  reporting  that  we  are  now 
spending  over  a  half  a  trillion  dollars  every  year  in  health  care,  all 
expenses  combined.  And  along  with  the  expense  of  course,  are  the 
limitations  of  our  system,  and  access,  and  all  those  issues  we  talked 
about  many  times  before. 

Is  it  your  view  that  the  concept  of  coordinated  care — I  like  that 
better  than  managed  

Ms.  WiLENSKY.  So  do  the  elderly. 

Mr.  Chandler.  I  am  sure  they  do— that  that  has  the  promise  of 
reducing  this  increase  in  cost?  Perhaps  not  just  for  the  elderly,  but 
for  all  health  care  consumers? 

Ms.  WiLENSKY.  We  think  it  represents  one — not  the  only — but 
one  very  important  strategy  for  moderating  the  rate  of  increase. 

Mr.  Chandler.  OK.  Thank  you,  Mr.  Chairman.  Don't  forget 
Mother's  Day. 

Chairman  Stark.  I  promise. 

I  was  just  looking  here  at  the  Rossmore  Restaurant  Guide.  I 
think  I'll  take  her  there  for  brunch  on  Mother's  Day. 
Mr.  Cardin. 

Mr.  Cardin.  Thank  you,  Mr.  Chairman. 

Dr.  Wilensky,  let  me  follow  up  a  little  bit  on  some  of  these  cost 
figures.  Is  it  your  observation  that  healthier  elderly  by  and  large 
select  HMO's  more  than  those  elderly  that  need  more  medical 
care?  Is  that  an  accurate  assessment? 

Ms.  WiLENSKY.  Well,  it  is  a  subject  of  intense  interest  and  some 
debate.  The  issue  of  whether  or  not  self-selection  goes  on  in  HMO's 
in  general,  as  well  as  the  HMO's  serving  the  elderly,  has  been  the 
issue  of  intense  argument  and  research. 

There  is  some  research  that  has  been  done  that  indicates  that 
there  has  been  some  favorable  selection  in  HMO's  that  were  serv- 
ing the  elderly.  The  fact  of  the  matter  is  that  none  of  the  studies 
done,  including  the  latest  one  which  HCFA  has  sponsored  and 
which  we  are  only  now  reviewing  the  findings,  are  conclusive.  But 
the  study  clearly  did  suggest  some  evidence  of  favorable  selection. 

However,  the  problem  is  how  do  you  define  favorable  selection? 
In  this  case,  what  they  did  was  look  at  past  hospitalization.  There 
are  some  factors,  however,  that  are  a  little  difficult  to  control  for. 
That  is,  people  coming  into  the  HMO  were  also  more  likely  not  to 
have  medigap.  So,  one  of  the  reasons  that  there  was  lower  utiliza- 
tion may  have  been  not  just  that  they  were  healthier  coming  in, 
but  it  also  may  have  been  they  had  experienced  some  barriers  in 
care  because  they  had  a  20-percent  copayment  that  people  with  me- 
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digap  do  not,  and  that  they  would  not  once  they  were  inside  an 
HMO.  I  think  that  it  is  correct  to  say  that  there  have  been  a  couple 
of  studies,  as  well  as  one  that  the  Congress  was  involved  in  com- 
missioning, to  indicate  some  favorable  selection  into  HMO's. 

This  is  just  not  an  area  that  is  easy  to  settle.  Were  it  easy  to 
settle,  we  would  not  have  so  much  trouble  with  our  AAPCC. 

Mr.  Cardin.  I  understand  the  difficulty  here,  but  to  the  extent 
there  is  favorable  selection,  it  would  mean  that  by  using  an  aver- 
age cost  figure,  we  are  to  a  certain  degree  overcompensating  for 
the  level  of  care  that  is  being  provided. 

Ms.  WiLENSKY.  That  is  correct. 

Mr.  Cardin.  And  I  think  your  testimony  was  that  HMO's  can 
buy  similar  services  for  less  cost  than  the  fee-for-service  communi- 
ty. 

Ms.  WiLENSKY.  The  one  research  experiment  where  we  know 
there  was  not  biased  selection  indicated  the  ability  to  provide  care 
at  less  cost. 

Mr.  Cardin.  I  understand  your  testimony  about  offering  incen- 
tives to  use  HMO's,  but  to  the  extent  there  is  favorable  selection, 
should  there  not  be  some  dollar  return  to  the  Federal  Government? 

Ms.  WiLENSKY.  That  was  certainly  our  rationale  in  addition  to 
the  fact  that  we  thought  there  were  excessive  payments  in  the 
system  when  we  set  up  the  95  percent  in  the  first  place. 

Were  there  substantial  amounts  of  favorable  selection  going  on, 
one  would  anticipate  seeing  large  numbers  of  HMO's  seeing  a  good 
thing  and  trying  to  join  this  program. 

The  fact  of  the  matter  is  we  don't  see  that  and  we  frequently 
hear  the  complaint  that  the  reason  a  plan  withdraws  from  the 
Medicare  program  is  because  the  payment  is  not  adequate. 

So  while  we  had  assumed  95  percent  would  be  adequate  when  we 
set  up  the  program,  we  are  now  saying  we  think  we  want  to  go  to 
100  percent  because  managed  care  is  a  way  to  provide  better  care 
for  the  elderly  and  it  is  obviously  not  working  as  well  as  we  would 
like  it  to  if  we  just  look  at  where  we  are  today. 

Mr.  Cardin.  Of  course,  there  are  a  lot  of  different  reasons  why 
the  elderly  will  select  an  HMO  other  than  just  financial. 

Ms.  WiLENSKY.  Certainly,  but  we  have  not  seen  plans  knocking 
down  our  doors  saying  they  want  to  market  their  plans  and  can't 
get  the  elderly  to  participate. 

Mr.  Cardin.  Why  is  there  «uch  a  difference  among  the  communi- 
ties as  far  as  the  elderly  getting  enrolled  in  HMO's? 

Ms.  WiLENSKY.  Let  me  give  you  some  speculations  as  to  why  I 
think  you  see  differences. 

You  tend  to  see  larger  enrollment  in  communities  in  which 
HMO's  have  a  longer  history,  they  are  a  familiar  part  of  the  medi- 
cal landscape.  The  States  of  Washington,  Oregon,  California,  and 
Minnesota  have  traditionally  been  major  areas  of  HMO  activity. 

You  will  also  see  them  in  places,  particularly  in  southern  Califor- 
nia, Arizona,  and  Florida  where  there  are  groups  of  people  who  do 
not  migrate  out  during  the  winter.  You  have  people  migrating  into 
the  areas,  but  not  out. 

One  of  the  problems  has  been  for  the  elderly  who  live  in  two 
places  during  the  year.  HMO's  are  more  difficult  than,  say,  a  typi- 
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cal  indemnity  insurance  which  they  could  carry  with  them  on  an 
easier  basis. 

I  think  that  you  are  seeing  familiarity  with  the  plans.  You  are 
seeing  long  existing  HMO's  and  in  some  cases  more  geographic  sta- 
bility, which  makes  joining  an  HMO  easier. 

Mr.  Cardin.  For  some  of  those  reasons,  I  wonder  whether  it  is 
appropriate  at  this  time  to  increase  from  95  percent  to  100  percent. 
Perhaps  we  should  be  working  on  some  of  the  other  issues  as  it  re- 
lates to  HMO  care  rather  than  just  looking  at  reimbursement. 

Ms.  WiLENSKY.  I  agree  that  it  is  not  the  only  thing  we  ought  to 
do.  It  is  a  question  of  talking  to  the  HMO  community  about  what 
needs  to  be  done. 

I  won't  argue  that  we  will  have  both  the  elderly  knocking  down 
the  doors  of  the  HMO's  and  the  HMO's  knocking  down  our  doors  to 
try  to  participate  in  Medicare. 

Mr.  Cardin.  Thank  you,  Mr.  Chairman. 

Chairman  Stark.  Mr.  Levin. 

Mr.  Levin.  Thank  you,  Mr.  Chairman. 

Let  me  pick  up  the  thread  because  you  are  obviously  being  re- 
ceived with  some  skepticism  not  in  any  way  personally,  it  is  just 
the  proposal. 

We  like  the  messenger — we  are  not  sure  about  the  message. 

Let's  try  to  boil  this  down  in  the  simplest  terms.  You  are  saying 
increase  the  reimbursement  from  95  to  100  percent,  that  will  cost 
over  $100  million  at  a  time  when  we  are  trying  to  save  money. 

The  money  will  be  going  to  entities  whose  cost  of  care  is  greater. 
I  mean,  in  simple  terms,  if  you  were  preparing  an  example  for 
even  Ph.D.  students,  but  surely  for  others,  you  would  throw  that 
riddle  at  them,  right? 

We  are  trying  to  save  money. 

Ms.  WiLENSKY.  Correct. 

Mr.  Levin.  This  would  cost  more  money  and  it  would  go  to  enti- 
ties whose  cost  of  care  at  this  point  it  would  appear  is  considerably 
greater  than  if  those  beneficiaries  were  covered  through  another 
vehicle. 

Ms.  WiLENSKY.  Well,  I  think  that  really  is  an  important  question 
to  raise,  and  I  think  the  answer  is  if  we  were  convinced  that  these 
were  more  expensive  vehicles  both  today  and  for  the  future,  we 
wouldn't  do  it. 

Mr.  Levin.  We  have  looked  at  the  data  and  it  would  indicate 
that  the  cost  now  is  50  to  75  percent  greater.  That  is  what  HCFA 
data  seems  to  show  in  the  short  run. 

So  you  are  saying  it  will  be  more  cost  effective  in  the  long  run. 

The  other  argument  is  that  it  is  kind  of  fair  to  pay  everybody  the 
same.  That  isn't  going  to  carry  the  day,  right? 

Ms.  WiLENSKY.  Right. 

Mr.  Levin.  Because  if  they  are  already  being  overcompensated, 
just  having  mathematical  parity  doesn't  make  much  sense. 

Ms.  WiLENSKY.  The  fact  is — and  I  have  been  involved  in  trying  to 
do  some  of  the  research  as  people  who  are  in  this  room  on  both 
sides  of  me  have  also  been  involved  in  trying  to  do  this  research — 
the  issue  of  whether  or  not  there  is  favorable  selection  prior  to  en- 
rollment, while  enrolled  and  after  enrollment  is  just  not  that  clear. 
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I  am  aware  of  the  HCFA  study  and  that  some  of  the  reviewers 
inside  and  outside  our  organization  have  a  number  of  questions 
about  what  was  specifically  done  or  about  the  conclusions,  al- 
though I  don't  know  that  it  will  change  the  bottom  line. 

As  somebody  who  believes  that  not  only  people  but  institutions 
vote  with  their  feet,  I  don't  understand  why,  if  there  was  anywhere 
near  as  much  favorable  selection  going  on  as  this  study  suggests, 
we  don't  have  organizations  flocking  to  us  to  try  to  get  into  this 
wonderful  program. 

Mr.  Levin.  There  may  be  a  number  of  reasons. 

Ms.  WiLENSKY.  Payment  is  one  they  keep  telling  us.  It  is  not  the 
only  one.  They  do  indicate  other  problems. 

Mr.  Levin.  I  think  that  is  rather  natural.  If  it  isn't  mainly  a  self- 
selection  process,  what  would  be  the  reason  or  what  would  be  the 
reasons?  There  is  always  more  than  one  reason. 

Ms.  WiLENSKY.  We  know  that  part  of  the  complaints  that  we  are 
getting,  the  major  kinds  of  reasons  that  we  get  as  to  why  the  orga- 
nizations are  not  participating  

Mr.  Levin.  One  of  the  reasons  why  the  cost  per  beneficiary  is 
greater. 

Ms.  WiLENSKY.  That  isn't  greater.  It  is  only  a  question  if  adjusted 
for  self-selection. 

It  can't  be  greater  because  it  is  calculated  to  be  based  on  the  av- 
erage of  the  area  and  up  to  now  it  has  been  95  percent  of  the  aver- 
ages in  that  area. 

It  is  a  question  of  being  greater  only  if  you  don't  believe  that  the 
average  it  is  compared  to  is  the  relevant  average. 

Mr.  Levin.  But  the  cost  is  greater  in  terms  of  the  service  provid- 
ed. 

Ms.  WiLENSKY.  I  don't  think  so.  I  will  go  back  and  look  at  it.  I 
will  give  you  a  response  to  that. 

[The  following  was  subsequently  received:] 

The  cost  per  beneficiary  is  not  greater  in  an  HMO,  in  terms  of  the  services  provid- 
ed, if  the  average  beneficiary  enrolled  in  managed  care  is  representative  of  the  Med- 
icare population  as  a  whole.  If  you  believe  that  there  is  self-selection  among  those 
beneficiaries  enrolled  in  an  HMO— that  they  are  healthier  than  the  general  Medi- 
care population — then  the  cost  to  Medicare  would  be  higher  than  in  fee-for-service. 
Importantly,  however,  any  excess  profits  incurred  by  the  HMO  is  returned  to  Medi- 
care in  the  form  of  increased  benefits  or  reduced  premiums. 

Mr.  Levin.  As  I  understand  the  data— I  will  read  a  summary,  the 
evidence  is— this  is  now  a  number  of  years  old — that  they  spend 
from  50  to  74  percent  more  on  Medicare  beneficiaries  enrolled  in 
HMO's  than  they  would  have  spent  if  those  beneficiaries  remained 
in  the  fee  for  service? 

Ms.  WiLENSKY.  That  is  based  on  the  assumption  that  these  are 
less  sick  people  and  if  so  they  would  be  getting  less  services. 

I  don't  believe  that  technically  the  services  provided  were  more 
expensive.  It  is  based  on  the  assumption  that  if  they  were  less  sick, 
then  they  would  have  used  less  hospitals  and  physicians  and  it 
would  have  cost  less. 

But  again,  it  is  the  assumption  of  how  much  less  sick  they  are 
when  there. 

If  we  are  so  able  to  translate  past  utilization  into  expected  utili- 
zation in  the  current  year,  we  wouldn't  have  half  the  trouble  we 
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have  trying  to  come  up  with  AAPCC,  which  we  have  fiddled  with 
for  several  years  and  have  only  been  successful  in  bringing  people 
together  to  say  it  is  not  right  yet. 
Mr.  Levin.  Please  look  at  that. 

Let  me  ask  you  this:  Is  the  HMO  system,  do  you  think,  delivering 
services  in  a  more  cost-effective  manner? 
Ms.  WiLENSKY.  It  certainly  can. 

We  have  demonstrated  that  they  can  do  so.  To  the  extent  that 
they  have  reasonably  comparable  patients  and  they  are  serving 
them  at  95  percent  of  the  average  that  is  spent,  they  are  doing  not 
only  a  good  job,  but  about  half  of  them  also  provide  additional  ben- 
efits at  no  extra  cost. 

Now  we  have,  in  part,  engineered  that  any  of  the  savings  that 
they  had  are  to  be  given  in  the  form  of  additional  benefits. 

That  is  a  cost-effective  manner  of  providing  more  care  for  the 
same  amount  of  money. 

Mr.  Levin.  Then  if  there  is  some  cost  effectiveness,  should  not 
there  be  some  return  to  the  Government? 

Ms.  WiLENSKY.  Well,  that  certainly  was  our  justification  for  put- 
ting in  the  95  percent. 

Mr.  Levin.  Why  shouldn't  that  rationale  in  some  degree  contin- 
ue? 

We  are  trying  to  reduce  the  costs  here  as  well  as  expand  services 
and  improve  the  quality. 

Why  should  there  not  be  some  factor  left  in  that  reduces  the  cost 
of  the  Government? 

You  are  saying,  ''Well,  whatever  cost  reduction  there  is  goes  into 
expanded  services,' '  and  I  am  saying  to  you,  in  this  kind  of  a  situa- 
tion where  there  is  such  a  pressure  on  cost  effectiveness,  isn't  it 
sound  budgeting  to  continue  an  incentive  or  continue  a  return  to 
the  U.S.  Government  when  there  is  improved  cost  effectiveness? 

Ms.  WiLENSKY.  Well,  our  sense  has  been  that  the  best  way  to  try 
to  build  for  the  future  in  moderating  costs  is  to  try  to  get  people 
into  managed  care  plans. 

These  kinds  of  plans,  PFO's,  networks  of  physicians — anything  to 
get  them  out  of  the  a  la  carte,  fee-for-service — have  no  incentive 
unless  we  provide  some  sort  of  regulatory  oversight. 

We  think  that  although  it  has  been  a  stated  objective  for  the  last 
several  years  to  try  to  get  the  elderly  into  HMO's  for  better  value 
and  better  care,  it  hasn't  been  happening  very  much. 

What  we  are  trying  to  do  now  is  expand  the  enrollment  in  as 
many  different  kinds  of  coordinated  care  systems  as  we  can  be- 
cause we  think  that  they  provide  the  best  chance  we  have  of  mod- 
erating the  rate  of  increase;  of  getting  better  incentives  where  you 
have  oversight  of  what  physicians  are  doing,  of  having  various  pro- 
tocols so  that  you  have  a  much  better  sense  of  the  most  effective 
kind  of  medical  care  as  opposed  to  what  may  traditionally  be  done, 
and  of  trying  to  avoid  adverse  drug  interactions  among  the  elderly 
with  four  or  five  different  physicians  prescribing  prescriptions  for 
them  that  are  not  only  expensive,  but  may  have  bad  interactions  as 
well. 

We  are  trying  to  get  the  system  moving  more  than  it  has  been. 
We  are  trying  to  split  the  payment  increase — it  is  not  just  5  per- 
cent to  the  institutions — to  split  it  half  as  a  rebate  to  the  elderly 


24 


and  half  as  a  rebate  to  the  plans.  Given  our  options,  trying  to  get 
more  people  into  plans  of  care  where  both  the  individuals  and  the 
physicians  have  better  incentives  and  we  have  a  better  chance  to 
provide  quality  oversight  than  if  we  are  working  with  480,000  phy- 
sicians is  worth  doing,  and  95  percent  doesn't  seem  to  make  it. 

Mr.  Levin.  I  think  that  is  an  illuminating  answer. 

Essentially,  what  the  administration  is  saying  is  that  in  this 
highly  diversified,  some  would  say,  patchwork  medical  system  that 
we  have,  given  the  skepticism  about  a  comprehensive  national 
health  system  in  this  country,  what  you  want  to  do  is  to  drive 
plans  and  try  to  stimulate  as  much  delivery  of  services  through 
these  plans  rather  than  through  more  individualized  or  less  orga- 
nized systems. 

You  are  willing,  in  order  to  do  that,  to  provide  added  reimburse- 
ment to  entities  that  on  paper  may  already  be  overreimbursed. 
Ms.  WiLENSKY.  That  is  correct. 

Mr.  Levin.  I  mean,  essentially,  that  is  what  you  are  saying. 

I  take  it  then  if  we  went  to  100  percent  and  the  number  stayed 
at  $1.2  million,  you  would  come  back  here  and  suggest  we  go  back 
to  95  percent  because  your  rationale  is  to  try  to  move  more  and 
more  people  into  various  plans  in  a  way  from  the  individual  reim- 
bursement  

Ms.  WiLENSKY.  That  is  correct. 

Mr.  Levin.  Thank  you. 

Chairman  Stark.  Mrs.  Johnson. 

Mrs.  Johnson.  Thank  you,  Mr.  Chairman. 

Welcome. 

I  am  sorry  that  I  missed  your  testimony,  but  I  did  review  it.  I 
want  to  focus  on  one  point. 

Some  of  what  I  was  interested  in  has  been  discussed,  but  you  say 
the  HMO's  need  a  higher  rate  because  they  have  already  realized 
the  savings  associated  with  reduced  hospitalization. 

Ms.  WiLENSKY.  Everybody  has  been  for  

Mrs.  Johnson.  I  understand. 

My  understanding  is  that  HMO's  ought  to  have  lower  costs.  They 
should  have  lower  administrative  costs  and  by  their  very  nature 
they  ought  to  be  able  to  eliminate  unnecessary  testing  and  inappro- 
priate care. 

That  ought  to  reduce  their  costs. 

Some  have  been  able  to  reduce  their  litigation  costs  through  me- 
diation agreements.  In  other  words,  the  theory  of  managed  health 
care  is  that  you  reduce  services  and  that  is  how  you  reduce  costs. 

If  we  gave  them  the  same  reimbursement,  we  are  just  encourag- 
ing them  to  not  deal  with  the  service  challenge  which  is  where  you 
are  supposed  to  get  the  cost  savings. 

Ms.  WiLENSKY.  Let  me  say  again,  there  are  two  things  we  are 
doing  with  the  additional  5  percent. 

Part  of  it  is  going  to  the  elderly  

Mrs.  Johnson.  That  is  not  a  legitimate  incentive  to  the  elderly 
unless  managed  care  is  worth  it  for  us.  Managed  care  has  to  be 
able  to  reduce  costs  or  it  is  not  worth  providing  an  incentive  to  get 
into  because  it  has  some  disadvantages. 

Ms.  WiLENSKY.  I  think  a  lot  of  this  will  be  much  easier  when  the 
current  40-  to  50-year-old  crowd  hits  65,  because  a  lot  more  of  them 
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will  have  been  members  of  HMO's  and  a  lot  of  the  newness  and 
lack  of  familiarity  of  the  HMO  world  will  not  exist,  I  think,  for  the 
30  million  who  are  in  that  age  group. 

Our  concern  has  been  that,  although  we  have  by  promotion  ac- 
tivities tried  to  encourage  the  expansion  of  enrollment  in  HMO's, 
we  have  not  been  able  to  do  that  very  well. 

We  are  at  2  million,  IV4  million  in  risk-based  plans  which  is  a  lot 
more  than  zero  where  we  are  in  the  early  eighties,  but  not  much 
compared  to  32  million  beneficiaries. 

We  believe  HMO's  represent  the  potential  for  offering  better 
care  and  better  value  for  which  we  pay  typically  80  cents  on  the 
dollar.  So,  we  are  concerned  and  are  really  trying  to  encourage 
what  has  seemed  to  be  a  stalled  industry  which  told  us  that  one 
problem  has  been  lack  of  adequate  payments.  Trying  to  get  the  el- 
derly into  various  kinds  of  coordinated  care  systems,  PPO's,  net- 
works or  whatever,  represents  one  of  the  most  promising  strategies 
around  and  we  are  trying  to  move  forward  with  legislation  on  that 
front  as  well. 

We  are  looking  at  HMO's  as  one  of  a  set  of  strategies  to  try  to 
get  the  elderly,  as  much  as  they  are  willing  to  do  so,  into  these  co- 
ordinated systems. 

The  incentives  or  the  interest  have  not  been  adequate  to  date  to 
get  the  kind  of  growth  that  we  would  like  to  see.  It  is  on  that 
ground,  even  in  these  very  tight  fiscal  positions,  and  we  understand 
how  tight  they  are,  that  we  think  it  is  worth  trying  to  increase  en- 
rollment in  coordinated  care  plans  because  past  studies  have  shown 
that  managed  care  plans,  HMO's  in  particular,  provide  more  serv- 
ices. We  know  that  many  of  the  HMO's  provide  more  than  the 
Medicare  services  as  part  of  their  package — about  half  of  them. 

Mrs.  Johnson.  If  the  HMO's  that  have  the  ability  to  save  in 
some  areas,  where  the  individual  practitioner  does  not,  find  95  per- 
cent of  Medicare  reimbursements  inadequate  and  an  inadequate 
stimulus  to  participate,  doesn't  that  tell  you  something  about  what 
is  happening  to  the  individual  providers  in  terms  of  how  they  find 
100  percent  as  inadequate  reimbursement  to  participate? 

What  you  are  saying  is  that  HMO's  can't  manage  to  reduce  serv- 
ices and  stay  within  95  percent  and,  in  fact,  they  can't  control 
costs. 

I  think  we  have  to  look  more  realistically  at  how  we  control 
costs,  rather  than  how  we  expand  one  provider  sector  over  the 
other  when  we  are  going  to  be  paying  them  all  the  same. 

It  seems  to  me  that  your  solution  begs  the  real  issue. 

Thank  you,  Mr.  Chairman. 

Chairman  Stark.  I  just  have  one  other  question. 
I  heard  you  mention  earlier  that  81  percent  of  the  people  were 
satisfied. 

Ms.  WiLENSKY.  That  is  the  number  I  have;  yes. 

Chairman  Stark.  But  the  other  study  we  have  is  that  30  percent 
of  first-time  enrollees  disenroll  within  the  first  24  months,  and  of 
those  people  who  were  sicker,  they  had  50  percent  higher  reim- 
bursements before  they  came  in  than  other  enrollees. 

My  question  is.  Has  there  been  any  activity  on  the  part  of 
HMO's  to  encourage  this  exodus? 
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We  know  that  the  reason  these  sicker  people  drop  out  is  because 
they  aren't  getting  the  kind  of  care  they  feel  they  deserve. 

Ms.  WiLENSKY.  I  will  be  glad  to  look  to  see  whether  there  is  an 
assessment  as  to  why.  My  sense  has  been  that  the  early  disenroll- 
ments  that  occur,  particularly  among  the  elderly,  typically  happen 
because  they  didn't  understand  what  it  was  they  were  buying. 
They  didn't  understand  the  kinds  of  restrictions  that  were  being 
placed  on  them.  I  don't  know  whether  that  will  explain  what  you 
want. 

Chairman  Stark.  That  makes  good  sense. 
Thank  you  very  much. 

Our  next  witness  is  Janet  Shikles,  the  Director  of  Health  Financ- 
ing and  Policy  Issues  of  the  Human  Resources  Division  of  the  U.S. 
General  Accounting  Office. 

Welcome  to  the  committee.  Why  don't  you  proceed. 

STATEMENT  OF  JANET  L.  SHIKLES,  DIRECTOR,  HEALTH  FINANC- 
ING AND  POLICY  ISSUES,  HUMAN  RESOURCES  DIVISION,  U.S. 
GENERAL  ACCOUNTING  OFFICE,  ACCOMPANIED  BY  FRANCES 
KANACH,  SENIOR  EVALUATOR;  AND  THOMAS  DOWDAL,  ASSIST- 
ANT DIRECTOR,  MEDICARE  ISSUES 

Ms.  Shikles.  Thank  you,  Mr.  Chairman.  I  also  want  to  introduce 
Fran  Kanach,  our  Senior  Evaluator. 
Chairman  Stark.  Welcome. 

Ms.  Shikles.  Mr.  Chairman  and  members  of  the  committee,  we 
are  very  pleased  to  be  here  today  to  discuss  GAO's  work  related  to 
Medicare  payments  to  HMO's  and  the  Administration  proposal  to 
increase  the  HMO  payment  rate  from  95  to  100  percent  of  the  ad- 
justed average  per  capita  cost,  or  the  AAPCC. 

At  present,  as  you  have  heard,  about  1.1  million  Medicare  benefi- 
ciaries are  enrolled  in  HMO's,  which  provide  care  on  a  capitated 
payment  basis.  The  Tax  Equity  and  Fiscal  Responsibility  Act  of 
1982  modified  Medicare's  authority  to  enter  into  risk  contracts 
with  HMO's,  and  revised  the  payment  provisions  for  such  con- 
tracts. 

The  important  thing  is  that  the  success  of  the  TEFRA  risk  con- 
tract program,  both  from  the  Government  and  the  HMO  perspec- 
tive, depends  in  large  part  on  how  accurately  the  AAPCC  estimates 
what  Medicare  would  have  paid  for  HMO  enrollees  had  they  re- 
mained in  the  fee-for-service  sector. 

HCFA  estimates  this  amount  based  on  projected  program  costs 
for  beneficiaries  with  similar  characteristics  who  remain  in  the  fee- 
for-service  sector.  HCFA  computes  AAPCC  rates  for  aged  and  dis- 
abled beneficiaries  for  each  county  in  the  United  States.  It  then  ad- 
justs these  rates  for  a  set  of  risk  factors  defined  by  age,  sex,  institu- 
tional status,  and  welfare  status. 

The  problem  here  is  the  HMO  rate-setting  process  contains  two 
potential  sources  of  error.  First,  there  could  be  problems  with  the 
data  or  the  methodology  used  to  project  the  AAPCC,  causing  the 
estimate  to  be  too  high  or  too  low. 

Second,  the  risk  factors  used  to  adjust  the  AAPCC  may  not  be 
adequate  to  account  for  factors  affecting  health  costs  of  benefici- 
aries within  each  AAPCC  category.  If  this  were  the  case  and,  for 
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example,  the  HMO  enrolls  beneficiaries  who  are  healthier  on  aver- 
age than  those  in  their  corresponding  AAPCC  category,  the  HMO 
will  be  paid  too  much. 

If  enrolled  beneficiaries  are  less  healthy  than  average,  the  HMO 
will  be  paid  too  little. 

For  example,  as  part  of  a  HCFA-funded  study,  Mathematica 
Policy  Research  reviewed  the  health  care  status  and  treatment 
costs  of  Medicare  beneficiaries  enrolled  between  1982  and  January 
1985  in  HMO's  with  Medicare  risk  contracts. 

In  a  January  1989  report,  Mathematica  concluded  that,  because 
of  biased  selection.  Medicare  HMO  enrollees  in  the  study  group 
had  lower  expected  costs  than  comparable  non-HMO  beneficiaries. 
Mathematica  estimated  that  because  the  AAPCC  risk  adjustment 
factors  do  not  fully  account  for  these  differences,  HCFA  paid  be- 
tween 15  and  33  percent  more  during  the  study  period  for  benefici- 
aries in  these  risk  contracts  than  it  would  have  if  these  individuals 
had  been  treated  in  the  fee-for-service  sector. 

In  addition,  the  results  of  the  Mathematica  study  are  consistent 
with  those  of  an  earlier  GAO  study.  In  1986,  we  reported  that  the 
mortality  rate  for  Medicare  HMO  enrollees  was  lower  than  for 
non-HMO  enrollees  which  indicates  enrollees  were  healthier  than 
non-HMO  enrollees. 

We  estimated  that  to  realize  the  savings  envisaged  by  TEFRA, 
the  HMO  payment  rate  would  have  to  be  lowered  by  an  additional 
5  percent  of  the  AAPCC  in  order  to  adjust  for  mortality  differences 
alone. 

Medicare  law  provides  a  payment  safeguard  to  help  ensure  that 
Medicare  and  its  beneficiaries,  rather  than  HMO's,  benefit  from 
any  inaccuracies  in  the  AAPCC  process.  HMO's  are  required  to 
compute  an  adjusted  community  rate,  ACR,  which  is  an  estimate  of 
the  premium  the  HMO  would  have  charged  Medicare  enrollees  for 
the  Medicare  benefit  package  based  on  its  premium-setting  policies 
for  non-Medicare  portion  of  its  business.  HMO's  must  apply  any 
excess  of  their  AAPCC  payments  over  their  ACRs  to  additional 
benefits  for  Medicare  enrollees  or  accept  reduced  Medicare  pay- 
ments. 

As  discussed  in  our  March  1989  report,  our  review  of  the  ACR 
process  indicated  that  it  was  not  effective.  HCFA's  process  for  re- 
viewing, validating  and  approving  ACR  submissions  did  not  assure 
that  the  ACR  process  was  meeting  its  payment  safeguard  objective. 

Judging  from  GAO's  case  studies  of  ACRs  submitted  by  four 
HMO's  and  the  review  of  a  random  sample  of  ACRs  submitted  by 
15  other  HMO's,  the  process  was  susceptible  to  HMO  manipulation 
and  error. 

This  was  because  HCFA  did  not  always  enforce  its  requirements 
that  an  HMO,  one,  use  its  own  historic  cost  and  utilization  data  as 
a  basis  for  calculating  its  ACR;  two,  follow  the  prescribed  computa- 
tional methods  to  account  for  differences  between  Medicare  and 
commercial  members'  volume  and  cost  of  services,  and,  three,  docu- 
ment the  calculations. 

In  commenting  on  that  report,  HHS  stated  that  it  had  begtin  to 
make  improvements  to  the  ACR  process  and  planned  to  take  fur- 
ther action  as  a  result  of  our  recommendations.  Although  we  have 
not  reviewed  the  ACR  process  since  that  time,  unless  HCFA  has 
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implemented  major  improvements  in  the  last  year,  we  doubt  the 
ACR  can  be  relied  upon  to  meet  its  safeguard  objectives. 

In  conclusion,  based  on  our  review  of  the  history  of  HMO  Medi- 
care reimbursement,  we  believe  that  raising  the  payment  rate  from 
95  to  100  percent  of  the  AAPCC  would  be  contrary  to  what  the 
Congress  envisioned  when  authorizing  TEFRA  risk  contracts. 

The  Congress  expected  that  paying  HMO's  95  percent  of  the 
AAPCC  would  save  the  Medicare  program  5  percent  of  what  it 
would  have  cost  had  enrollees  remained  in  the  fee-for-service 
sector.  Thus,  increasing  the  payment  rate  to  100  percent  of  the 
AAPCC  would  eliminate  any  potential  for  such  savings. 

In  addition,  there  was  congressional  concern  that  inaccuracies  in 
the  AAPCC  methodology  could  lead  to  excessive  payments  to 
HMO's.  This  concern  seems  well-founded  in  light  of  recent  studies. 
These  studies  have  concluded  that  Medicare  beneficiaries  enrolled 
in  HMO's  are  healthier  and  tend  to  use  fewer  health  care  services, 
and  are  thus  on  average  less  costly  to  treat  than  non-HMO  benefi- 
ciaries. 

The  studies  also  found  that  the  methodology  used  to  calculate 
the  AAPCC  does  not  accurately  reflect  these  cost  differences.  Thus, 
rather  than  paying  less,  Medicare  may  have  paid  more  for  HMO 
enrollees  than  had  they  remained  in  the  fee-for-service  sector.  If,  as 
the  studies  indicate,  payment  rates  are  too  high,  increasing  the 
HMO  payment  rate  to  100  percent  would  exacerbate  the  problem. 

Mr.  Chairman,  I  would  be  happy  to  answer  any  questions. 

[The  statement  of  Ms.  Shikles  follows:] 
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 United  States  General  Accounting  Office  

Statement  of 

Janet  L.  Shikles,  Director 

Health  Financing  and  Policy  Issues 

Human  Resources  Division 

Mr.  Chairman  and  Members  of  the  Committee: 

We  are  pleased  to  be  here  today  to  discuss  GAO's  work 
related  to  Medicare  payments  to  Health  Maintenance  Organizations 
(HMOs)   and  the  Administration's  proposal  to  increase  the  HMO 
payment  rate  from  95  to  100  percent  of  the  adjusted  average  per 
capita  cost   (AAPCC) . 

When  it  enacted  Medicare's  current  HMO  risk-contract  payment 
system,  the  Congress  intended  both  to  offer  an  HMO  option  to  a 
wider  set  of  Medicare  beneficiaries  and  to  save  Medicare  program 
funds.     The  fixed  payment  amount  for  Medicare  HMO  enrollees  was 
intended  to  be,  on  average,   5  percent  less  than  the  expected 
Medicare  cost  if  the  enrollees  had  remained  in  the  fee-for- 
service  sector.     Increasing  the  payment  rate  to  100  percent  would 
eliminate  this  potential  savings  from  the  HMO  program. 

Moreover,  recent  studies  have  found  that  even  with  the  rate 
at  95  percent  of  the  AAPCC,   risk  contracts  with  HMOs  may  not  have 
reduced  Medicare  outlays.     These  studies  show  that  Medicare 
beneficiaries  enrolled  in  HMOs  tend  to  be  healthier  and  less 
likely  to  use  health  care  services  than  non-HMO  beneficiaries, 
and  thus  on  average  are  less  costly  to  treat.     They  concluded 
that  the  methodology  used  to  calculate  the  AAPCC  does  not 
accurately  reflect  these  cost  differences.     Therefore,  rather 
than  paying  less.  Medicare  may  have  paid  HMOs  more  than  if  the 
same  enrollees  had  remained  in  the  fee-f or-service  sector. 

Finally,  as  we  reported  in  March  1989,  we  found  serious 
problems  in  the  way  the  Health  Care  Financing  Administration 
(HCFA)   had  implemented  the  payment  safeguard  mechanism — the 
adjusted  community  rate   (ACR) — intended  to  ensure  that  HMOs  do 
not  receive  windfall  profits  from  inaccuracies  in  the  AAPCC 
process.     These  problems  prevented  the  ACR  process  from  achieving 
its  objective. 

BACKGROUND 

Most  Medicare  beneficiaries  receive  their  care  in  the  fee- 
for-service  sector  of  the  health  care  system.     In  that  sector 
most  inpatient  hospital  and  hospice  care  is  paid  on  the  basis  of 
prospectively  determined  rates,  and  skilled  nursing  facilities 
and  home  health  agencies  are  paid  on  the  basis  of  cost.     Part  B 
services  are  paid  on  a  reasonable  charge  basis  or,  as  in  the  case 
of  laboratory  and  anesthesiology  services,  on  a  fee  schedule 
bas  is  . 

About  1.1  million  Medicare  beneficiaries  are  enrolled  in 
HMOs,  which  provide  care  on  a  capitated  payment  basis.     The  Tax 
Equity  and  Fiscal   Responsibility  Act  of  1982   (TEFRA)  modified 
Medicare's  authority  to  enter  into  risk  contracts  with  HMOs  and 
revised  the  payment  provisions  for  such  contracts.     Under  these 
TEFRA  risk  contracts,  HMOs  agree  to  provide  all  covered  health 
care  services  to  enrolled  Medicare  beneficiaries  in  return  for  a 
fixed  payment  amount  per  enrollee.     The  payment  is  set  at  95 
percent  of  Medicare's  estimate  of  the  average  cost  it  would  have 
incurred  for  HMO  enrollees  had  they  remained  in  the  fee-for- 
service  health  care  sector.     This  estimate  is  referred  to  as  the 
adjusted  average  per  capita  cost   (AAPCC)  .     Within  certain  limits, 
the  HMO  can  profit  if  its  cost  of  providing  services  is  less  than 
the  pre-determined  amount,  but  it  risks  a  loss  should  its  costs 
be  higher. 

HMO  REIMBURSEMENT  BEFORE  TEFRA 

Although  the  current  method  of  paying  risk  HMOs  was 
established  by  TEFRA  in  1982,  the  HMO  payment  provisions  had 
their  genesis  in  legislation  initially  reported  by  the  House 
Committee  on  Ways  and  Means  in  May  1970  and  again  in  May  1971. 
The  original  Medicare  statute,  enacted  in  1965,  did  not 
explicitly  provide  for  reimbursing  HMOs.     Until  1972,  HMOs  were 
paid  under  the  legislative  authority  contained  in  section  1833  of 
the  Social  Security  Act.     This  section  provided  for  reimbursement 
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of  group  practice  prepayment  plans  for  part  B  services  to 
Medicare  eligibles  enrolled  in  such  plans  on  a  reasonable  charge 
or  reasonable  cost  basis. 

The  Congress  was  concerned,  however,  that  by  paying  HMOs  in 
this  manner  Medicare  was  not  taking  advantage  of  the  savings  that 
HMOs  might  offer  if  paid  on  a  prospective  per  capita  basis. 
Paying  HMOs  prospectively  gives  them  strong  incentives  to 
institute  utilization  controls  and  efficient  management  practices 
because  their  profitability  is  influenced  by  their  ability  to 
provide  services  at  less  cost,  on  average,  than  the  prospectively 
determined  rates. 

Accordingly,  the  Congress  adopted  a  revised  HMO  coverage 
provision  in  the  Social  Security  Act  Amendments  of  1972  (Public 
Law  92-603)  ,  which  added  section  1876  to  the  act.     This  section 
created  two  options  for  paying  HMOs  for  all  Medicare  covered 
services — a  cost  reimbursement  option  and  a  capitation  option. 
Under  the  capitation  option,  an  HMO's  cost  per  member  was 
compared  to  the  AAPCC  for  all  Medicare  beneficiaries  in  the  HMO's 
service  area.     If  the  HMO's  cost  was  higher  than  the  AAPCC,  it 
had  to  absorb  the  loss  or  carry  it  over  to  be  offset  by  future 
savings.   If  the  HMO's  cost  was  less  than  its  AAPCC,   it  shared  the 
savings  with  Medicare  on  a  50-50  basis  with  the  HMO's  profits 
limited  to  10  percent  of  the  AAPCC. 

The  Congress  was  also  concerned  about  potential  quality-of- 
care  problems.     To  minimize  these  concerns,  and  assure  financial 
stability  and  an  adequate  mix  of  enrollees,  the  1972  amendments 
added   several  requirements  that  HMOs  generally  had  to  meet  before 
entering  into  a  Medicare  contract.     These  included  a  minimum 
25,000  enrollment  of  which  at  least  half  were  under  65  years  of 
age,  and  an  operating  history  of  at  least  2  years. 1 

HMOs  did  not  regard  this  risk  contract  option  favorably, 
apparently  because  of  the  limits  placed  on  their  profit  potential 
and  the  fact  that  profits  had  to  be  shared  with  Medicare  while 
their  losses  had  to  be  fully  absorbed.     In  addition,  the  25,000- 
member  enrollment  requirement  made  many  of  them  ineligible  to 
participate  in  the  risk  program.     Consequently,  between  1972  and 
the  1982  enactment  of  TEFRA,  only  one  HMO  elected  to  contract 
with  Medicare  on  a  continuing  basis  under  the  risk  contract 
option. 

PROVISIONS   LIBERALIZED  UNDER  TEFRA 

TEFRA  encouraged  more  HMO  risk  contracts.     Section  114  of 
TEFRA  changed  the  Medicare  law,   amending  section  1876  of  the 
Social  Security  Act  to   (1)    liberalize  the  beneficiary  enrollment 
standards  of  the  section  and    (2)   adopt  reimbursement  provisions 
similar  to  those  first  proposed  in  1971.     The  25 , 000-enrol lee 
standard  was  reduced  to  5,000  enrollees,  no  more  than  50  percent 
of  whom  could  be  Medicare  and  Medicaid  enrollees.     This  allowed 
more  HMOs  to  qualify  for  Medicare  contracts  than  under  the 
previous  law. 

TEFRA  also  increased   financial   incentives  for  HMOs  to 
participate  in  Medicare.     Section  114  gave  HMOs  an  opportunity  to 
profit  on  Medicare  as  much  as  on  their  other  lines  of  business. 
HMOs  were  paid  on  the  basis  of  fixed  per-enrollee  rates  of  95 
percent  of  Medicare's  estimate  of  the  average  cost  it  would  have 
incurred  for  HMO  enrollees  had  they  remained  in  the  fee-for- 
service  sector   (the  AAPCC) .     This  payment  method  provides  a  5 
percent  savings  for  the  Medicare  program,  assuming  the  AAPCC  is 
set  accurately.     Instead  of  sharing  any  additional  savings  with 


^The  Secretary  could  waive  the  25 , 000-member  requirement  if  the 
HMO  operated  in  a  sparsely  populated  area,  and  had  at  least  5000 
members  and  a  3-year  history  of  successful  operation. 


2 


31 


Medicare,  HMOs  could  retain  all  profits  up  to  the  level  of 
profits  earned  on  their  non-Medicare  enrollment.     Also,  HMOs  had 
to  use  any  savings  above  this  amount  to  give  Medicare  enrollees 
additional  health  benefits  or  reduced  liability  for  deductibles 
and  co-payments,  or  to  reduce  the  Medicare  payment  rates. 

In  enacting  TEFRA,  the  Congress  continued  to  be  concerned, 
as   it  was   in  1972,  that  the  AAPCC  methodology  for  computing  HMO 
payment  rates  would  not  accurately  reflect  the  differing  health 
care  needs  of  Medicare  beneficiaries  who  enroll  in  HMOs  as 
compared  to  beneficiaries  in  the  fee-f or-service  system.  Without 
adequate  adjustments  to  Medicare  average  costs,  payment  rates 
would  either  be  too  high  or  too  low  depending  on  whether  HMOs 
attracted  beneficiaries  with  lesser  or  greater  health  care  needs. 
Therefore,  the  Congress  established  the  effective  date  of  the 
TEFRA  HMO  amendments  as  the  later  of   (1)   October  1,   1983,  or  (2) 
when  the  Secretary  of  HHS  notified  the  cognizant  congressional 
committees  that  HHS  was  "reasonably  certain"  that  an  appropriate 
methodology  had  been  developed  for  computing  the  AAPCC  to  assure 
actuarial  equivalence  of  HMO  and  non-HMO  Medicare  beneficiaries. 

The  Secretary  made  the  required  notification  to  the 
congressional  committees  on  January  7,   1985,  and  section  114  of 
TEFRA  became  effective  February  1  of  that  year. 

IS   THE  AAPCC  SET  CORRECTLY? 

The  success  of  the  TEFRA  risk  contract  program — both  from 
the  government  and  the  HMO  perspective — depends  in  large  part  on 
how  accurately  the  AAPCC  estimates  what  Medicare  would  have  paid 
for  HMO  enrollees  had  they  remained  in  the  fee-f or-serv ice 
sector.     HCFA  estimates  this  amount  based  on  projected  program 
costs  for  beneficiaries  with  similar  characteristics  who  remain 
in  the  fee-f or-service  sector.     HCFA  computes  AAPCC  rates  for 
aged  and  disabled  beneficiaries  for  each  county  in  the  United 
States.     It  then  adjusts  these  rates  for  a  set  of  risk  factors 
defined  by  age,  sex,  institutional  status,  and  welfare  status. 

The  HMO  rate-setting  process  contains  two  potential  sources 
of  error.     First,  there  could  be  problems  with  the  data  or  the 
methodology  used  to  project  the  AAPCC,  causing  the  estimate  to  be 
too  high  or  too  low.     Second,  the  risk  factors  used  to  adjust  the 
AAPCC  may  not  be  adequate  to  account  for  factors  affecting  health 
costs  of  beneficiaries  within  each  AAPCC  category.     If  this  were 
the  case  and,  for  example,  the  HMO  enrolls  beneficiaries  who  are 
healthier  on  average  than  those  in  their  corresponding  AAPCC 
category,  the  HMO  will  be  paid  too  much.     If  enrolled 
beneficiaries  are  less  healthy  than  average,  the  HMO  will  be  paid 
too  little.     This  problem  is  usually  called  "biased  selection". 

The  results  of  recent  studies2  suggest  that  reimbursement 
rates  for  TEFRA  risk  contracts  may  be  too  high  due  to  biased 
selection.     For  example,  as  part  of  a  HCFA-funded  study, 
Mathematica  Policy  Research  reviewed  the  health  care  status  and 
treatment  costs  of  Medicare  beneficiaries  enrolled  between  1982 
and  January  1985  in  HMOs  with  Medicare  risk  contracts.     In  a 


^For  example,  see  P.W.  Eggers  and  R.  Prihoda,  "Pre-Enrollment 
Reimbursement  Patterns  of  Medicare  Beneficiaries  Enrolled  in  ^ At 
Risk'   HMOs,"     Health  Care  Financing  Review,  Vol.   4,  No.  1, 
September  1982,  pp.  55-73;  F.  J.  Hellinger,  "Selection  Bias  in 
Health  Maintenance  Organizations:     Analysis  of  Recent  Evidence," 
Health  Care  Financing  Review,  Vol.  9,  No.  2,  Winter  1987,  pp.  55- 
63;   R.P.  Ellis  and  T.  McGuire,   "Setting  Capitation  Payments  in 
Markets  for  Health  Services,"  Health  Care  Financing  Review,  Vol. 
8,  No.   4,  Summer  1987,  pp.  55-64. 
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January  1989  report, 3  Mathematica  concluded  that,  because  of 
biased  selection.  Medicare  HMO  enrollees  in  the  study  group  had 
lower  expected  costs  than  comparable  non-HMO  beneficiaries. 
Mathematica  estimated  that  because  the  AAPCC  risk  adjustment 
factors  do  not  fully  account  for  these  differences,  HCFA  paid 
between  15  and  33  percent  more  during  the  study  period  for 
beneficiaries  in  these  risk  contracts  than  it  would  have  if  these 
individuals  had  been  treated  in  the  fee-f or-service  sector.  If 
problems  related  to  the  data  and  methodology  used  in  projecting 
the  AAPCC  were  considered,  the  study  estimated  that  Medicare's 
overpayments  would  have  been  even  higher. 

The  results  of  the  Mathematica  study  are  consistent  with 
those  of  an  earlier  GAO  study.     In  1986  we  reported^  that  the 
mortality  rate  for  Medicare  enrollees  in  27  HMOs  with  Medicare 
risk  contracts  was  lower  than  that  projected  for  this  group. 
This  suggests  that  Medicare  HMO  enrollees  were  healthier  than 
non-HMO  enrollees.     We  estimated  that  to  realize  the  savings 
envisaged  by  TEFRA,  the  HMO  payment  rate  would  have  to  be  lowered 
by  an  additional  5  percent  of  the  AAPCC  in  order  to  adjust  for 
mortality  differences  alone. 

The  Mathematica  and  GAO  studies  were  based  on  analysis  of 
risk  contracts  awarded  to  HMOs  as  part  of  a  demonstration  project 
that  preceded  the  implementation  of  the  TEFRA  HMO  risk  contract 
provisions  in  1985.     However,  the  demonstration  contracts  were 
similar  to  the  TEFRA  risk  contracts,  and  the  method  used  to 
calculate  the  AAPCC  was  almost  identical.     Because  of  the 
identified  shortcomings  in  the  AAPCC  methodology,  these  studies 
raise  serious  questions  about  the  accuracy  of  HMO  payments. 

PAYMENT  SAFEGUARD  NOT  EFFECTIVE 

Medicare  law  provides  a  payment  safeguard  to  help  ensure 
that  Medicare  and  its  beneficiaries,  rather  than  HMOs,  benefit 
from  any  inaccuracies  in  the  AAPCC  process.     HMOs  are  required  to 
compute  an  adjusted  community  rate   (ACR) ,  which  is  an  estimate  of 
the  premium  the  HMO  would  have  charged  Medicare  enrollees  for  the 
Medicare  benefit  package  based  on  its  premium-setting  policies 
for  the  non-Medicare  portion  of  its  business.     HMOs  must  apply 
any  excess  of  their  AAPCC  payments  over  their  ACRs  to  additional 
benefits  for  Medicare  enrollees  or  accept  reduced  Medicare 
payments. 

As  discussed  in  our  March  1989  report, 5  our  review  of  the 
ACR  process  indicated  that  it  was  not  effective.     HCFA's  process 
for  reviewing,  validating,   and  approving  ACR  submissions  did  not 
assure  that  the  ACR  process  was  meeting  its  payment  safeguard 
objective.     Judging  from  GAO's  case  studies  of  ACRs  submitted  by 
4  HMOs  and  the  reviews  of  a  random  sample  of  ACRs  submitted  by  15 
other  HMOs,  the  process  was  susceptible  to  HMO  manipulation  and 
error.     This  was  because  HCFA  did  not  always  enforce  its 
requirements  that  an  HMO  (1)    use  its  own  historic  cost  and 
utilization  data  as  a  basis  for  calculating  its  ACR,    (2)  follow 
the  prescribed  computational  methods  to  account  for  differences 
between  Medicare  and  commercial  members'   volume  and  cost  of 
services,  and   (3)  document  the  calculations. 


^Lyle  Nelson  and  Randall  Brown,   The  Impact  of  the  Medicare 
Competition  Demonstrations  on  the  Use  and  Cost  of  Services;  Final 
Report .     Report  Submitted  to  HCFA  by  Mathematica  Policy  Research 
under  Contract  No.   500-83-0047,  January  31,  1989. 

'^MEDICARE;   Issues  Raised  by  Florida  Health  Maintenance 
Organization  Demonstrations.     GAO/HRD-86-97 ,   July,  1986. 

^Medicare;  Reasonableness  of  Health  Maintenance  Organization 
Payments  Not  Assured.     GAO/HRD-89-4 1 ,  March  1989. 
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In  commenting  on  that  report,  HHS  stated  that  it  had  begun 
to  make  improvements  to  the  ACR  process  and  planned  to  take 
further  action  as  a  result  of  our  recommendations.     Although  we 
have  not  reviewed  the  ACR  process  since  that  time,  unless  HCFA 
has  implemented  major  improvements  in  the  last  year  we  doubt  the 
ACR  can  be  relied  upon  to  meet  its  safeguard  objectives. 

CONCLUSIONS 

Based  on  our  review  of  the  history  of  HMO  Medicare 
reimbursement,  we  believe  that  raising  the  payment  rate  from  95 
to  100  percent  of  the  AAPCC  would  be  contrary  to  what  the 
Congress  envisioned  when  authorizing  TEFRA  risk  contracts.  The 
Congress  expected  that  paying  HMOs  95  percent  of  the  AAPCC  would 
save  the  Medicare  program  5  percent  of  what  it  would  have  cost 
had  enrollees  remained  in  the  f ee-f or-service  sector.  Thus, 
increasing  the  payment  rate  to  100  percent  of  the  AAPCC  would 
eliminate  any  potential   for  such  savings. 

In  addition,  there  was  congressional  concern  that 
inaccuracies   in  the  AAPCC  methodology  could  lead  to  excessive 
payments  to  HMOs.     This  concern  seems  well  founded  in  light  of 
recent  studies.     These  studies  have  concluded  that  Medicare 
beneficiaries  enrolled  in  HMOs  are  healthier  and  tend  to  use 
fewer  health  care  services — and  are  thus  on  average  less  costly 
to  treat — than  non-HMO  beneficiaries.     The  studies  also  found 
that  the  methodology  used  to  calculate  the  AAPCC  does  not 
accurately  reflect  these  cost  differences.     Thus,  rather  than 
paying  less.  Medicare  may  have  paid  more  for  HMO  enrollees  than 
had  they  remained  in  the  f ee-f or-serv ice  sector.     If,  as  the 
studies   indicate,  payment  rates  are  too  high,   increasing  the  HMO 
payment  rate  to  100  percent  would  exacerbate  the  problem. 
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Chairman  Stark.  Let's  see  if  I  can  just  kind  of  review  the  bid- 
ding here.  This  ACR  is  what  again? 

Ms.  Shikles.  That  is  the  adjusted  community  rate. 

Chairman  Stark.  In  other  words,  if  my  mom  had  gotten  into 
Kaiser  and  stayed  there  for  a  year,  that  is  what  Kaiser  would  have 
told  you  it  would  have  cost  to  take  care  of  her  if  they  were  paying 
the  fee-for-service  fees  to  doctors  and  the  community  and  the  hospi- 
tal rate. 

Ms.  Shikles.  It  is  what  they  would  have  charged — what  they  cal- 
culated it  would  have  cost  to  provide  her  services. 

Chairman  Stark.  They  billed  her  at  the  community  rates? 

Ms.  Shikles.  What  they  would  have  charged  in  premiums  their 
non-Medicare  clients. 

Chairman  Stark.  What  if  they  don't  bill  any  differently,  what  if 
they  have  one  rate  for  everybody? 

Ms.  Shikles.  They  have  a  rate  for  commercial  clients  and  they 
are  supposed  to  come  up  with  some  approximation  of  what  they 
would  charge  their  Medicare  clients,  and  the  only  thing  they  are 
supposed  to  adjust  for  is  if  they  are  required  to  provide  any  differ- 
ent services  to  Medicare  beneficiaries. 

Chairman  Stark.  Let's  take  an  IPA  model.  Suppose  they  have 
risk  contracts  and  fee-for-service  Medicare  beneficiaries,  then  in 
that  case,  this  ACR  should  be  exactly  the  local  PPS  rates  plus  fee- 
for-service  rates,  but  translated  to  the  Medicare  amount,  right? 

Ms.  Shikles.  I  think  so. 

Mr.  DowDAL.  What  the  HMO's  are  supposed  to  do  is  take  their 
commercial  rate  for  everybody  else,  say  $100  a  month,  and  adjust 
that  premium  for  differences  in  utilization  rates  between  Medicare 
people  and  everybody  else  who  is  enrolled. 

Chairman  Stark.  For  example,  an  IPA  model  has  a  group  that 
has  10  percent  Medicare,  10  percent  non-Medicare,  and  then  it  has 
80  percent  fee-for-service  business.  Would  you  translate  exactly 
what  they  charge  fee-for-service  to  their  Medicare  beneficiaries,  or 
do  you  have  to  fuse  with  this  adjustment? 

Mr.  DowDAL.  You  have  to  fuse  with  the  adjustment,  because 
ARC  is  supposed  to  be  based  on  the  commercial  premium  rate. 

Chairman  Stark.  Did  you  do  this  on  a  case-for-case  basis? 

Ms.  Shikles.  We  did  four  case  studies,  and  did  a  desk  audit  of 
another  sample  of  HMO's. 

Chairman  Stark.  Are  these  four  case  studies  confidential? 

Ms.  Shikles.  Yes. 

Chairman  Stark.  Can  we  see  them  in  confidence? 
Ms.  Shikles.  Yes. 

Chairman  Stark.  Would  we  learn  anything  from  that? 
Ms.  Shikles.  Yes,  you  would. 

Chairman  Stark.  I  think  that  is  something  that  we  want. 

Ms.  Shikles.  It  is  interesting  in  one  of  the  case  studies,  the 
HMO,  based  on  the  ACR  data  that  they  submitted  to  HCFA,  said 
that  it  was  losing  several  million  dollars  on  its  Medicare  business, 
but  we  found  when  we  looked  at  its  ACR,  and  how  they  were  calcu- 
lating it,  the  HMO  was  not  losing  money,  it  was  making  money  on 
the  Medicare  enrollees. 

Chairman  Stark.  Great  minds  run  in  the  same  direction. 
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Well,  let  me  ask  this,  and  this  is  not  GAO's  rule,  but  I  would  like 
to  ask  GAO  these  questions  that  embarrass  them.  Did  anjrthing 
kind  of  pop  out  at  you  or  your  staff  as  being  a  better  way?  Let's 
forget  about  all  the  mistakes  we  have  made  in  the  past. 

Is  there  any  obvious  way  that  a  lot  of  us  are  missing  that  would 
be  a  simpler  way  to  compare  these  costs?  If  you  were  going  to 
design  a  system  figuring  out  how  to  measure  what  we  should  pay, 
how  would  you  design  it? 

Ms.  Shikles.  We  are  looking  at  that  issue.  A  lot  of  other  people 
are  looking  at  that  issue  too,  and  we  don't  have  a  good  answer  for 
this.  All  the  research  looking  at  how  to  figure  out  how  to  adjust  for 
the  health  status  problem  has  not  been  able  to  explain  very  much 
of  the  variation  in  costs  across  beneficiaries. 

You  have  a  more  serious  problem,  the  study  documented  a  high 
rate  of  disenrollment  and  nobody  knows  how  you  would  deal  with 
that.  Say  you  go  in  an  HMO  and  you  are  pretty  healthy  but  some- 
thing serious  occurs  to  you,  there  is  then  every  incentive,  whether 
the  HMO  absolutely  encourages  you  or  not,  to  leave  and  go  back 
into  the  fee-for-service  sector — - 

Chairman  Stark.  Did  you  find  any  institutionalized  procedures 
that  would  kind  of  push  people  out  the  door? 

Ms.  Shikles.  I  don't  know  that  we  found  

Mr.  DowDAL.  We  never  specifically  identified  in  any  case  HMO's 
that  have  a  formal  system  to  do  that.  There  has  been  a  lot  of  anec- 
dotal evidence  

Chairman  Stark.  Tell  me  some  anecdotes.  This  has  been  boring 
all  morning.  Spice  it  up  a  bit. 

Mr.  DowDAL.  If  someone  has  a  stroke  or  something  like  that,  you 
can  do  a  lot  of  subtle  things  to  encourage  them  to  leave,  like  we 
know  a  great  specialist  down  the  road  that  doesn't  participate  in 
our  HMO,  but  he  can  help  you  out. 

Chairman  Stark.  You  have  heard  of  Dr.  X  that  can  cure  cancer, 
and  you  don't  have  to  say  much  more,  do  you? 

Mr.  DowDAL.  No. 

Ms.  Shikles.  We  have  recommended  to  HCFA  that  they  monitor 
the  disenrollment  data  because  we  have  been  worried  about  that. 

Chairman  Stark.  Has  there  been  recordkeeping  of  people  who 
have  been  disenrolled? 

Ms.  Shikles.  Mathematica  found  that  those  who  disenrolled  tend 
to  be  very  high  users  of  services,  so  it  kind  of  confirms  

Chairman  Stark.  Have  they  interviewed  these  people  and  tried 
to  keep  track  of  them?  It  gets  tougher  to  quantify  it,  but  has  there 
been  any  attempt  to  find  out  why  people  don't  like  these  services? 

Ms.  Shikles.  We  can  find  out  for  you. 

Chairman  Stark.  Would  you  say  that  based  on  your  study,  that 
there  is  any  reason  to  increase  the  HMO  payments  to  100  percent? 

Ms.  Shikles.  No.  We  actually  recommend  against  it,  because  we 
are  concerned  about  the  health  status  adjustor;  we  are  concerned, 
we  think  there  are  flaws  in  the  projection  methodology  that  need 
to  be  corrected,  and  we  are  not  certain  that  even  if  you  raised  pay- 
ments, that  would  increase  participation. 

But  we  are  concerned  that,  on  average,  HMO's  are  probably 
being  overpaid. 
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Chairman  Stark.  Did  your  studies  suggest  that  beneficiaries  are 
being  denied  additional  services  that  by  law  the  HMO  is  required 
to  give  them?  In  other  words,  it  is  my  understanding  that  if  the 
ACR  shows  that  they  are  saving  money,  then  they  are  required  to 
provide  additional  benefits  to  the  Medicare  beneficiaries  to  make 
up  for  that  savings.  Is  that  a  correct  understanding  of  what  the  law 
is? 

Ms.  Shikles.  Yes. 

Chairman  Stark.  Did  you  find  examples?  Are  there  many 
HMO's  that  aren't  giving  the  proper  level  of  additional  benefits  to 
their  beneficiaries? 

Ms.  Shikles.  We  didn't  look  specifically  at  that  issue.  We  knew 
that  there  were  problems  with  the  AAPCC,  so  we  went  to  see 
whether  the  ACR  process  compensated  for  that.  When  we  looked  at 
the  case  studies  and  looked  at  other  HMO's,  found  you  couldn't  use 
the  data  submitted,  there  were  such  tremendous  errors.  Some  were 
not  using  their  own  utilization  data. 

So,  we  focused  on  that  issue. 

Chairman  Stark.  Would  you  suggest  that  HCFA  has  any  way  of 
knowing  whether  the  beneficiaries  are  getting  the  services  they  are 
supposed  to  receive? 

Ms.  Shikles.  That  is  another  problem  with  the  HMO  program, 
HCFA  doesn't  have  the  data  on  utilization.  HCFA  was  supposed  to 
get  some  information — on  the  hospital  side  HCFA  is  trying  to  get 
information  on  inpatient  services,  but  that  is  still  very  problematic, 
so  HCFA  doesn't  have  the  data  on  utilization  in  the  HMO's. 

Chairman  Stark.  How  is  their  data  on  quality,  what  do  they  do 
to  monitor  quality  in  this  contract  operation?  We  will  start  with 
this — how  many  hall  m.onitors  are  there  out  there  in  the  world? 
Roughly.  A  hundred? 

Ms.  Shikles.  You  mean  by  

Chairman  Stark.  How  many  people  does  HCFA  have  on  its  staff 
that  are  responsible  for  investigating  the  quality  of  care  that  is 
being  provided  to  1.2  million  risk  contracts  and  another  couple 
hundred  thousand  in  other  contracts? 

Mr.  DowDAL.  I  don't  know  the  exact  number,  but  it  is  not  a  very 
large  group. 

Chairman  Stark.  Give  me  a  not-more-than. 

Mr.  DowDAL.  Twenty-five,  thirty  people,  something  in  that  area. 

Chairman  Stark.  They  cover  the  whole  country,  or  

Mr.  DowDAL.  HCFA  is  supposed  to  look  at  the  internal  process  of 
the  HMO  to  see  if  its  process  meets  Federal  requirements. 

Chairman  Stark.  The  old  Armed  Services  inspector  technique? 
Mr.  DowDAL.  That  is  HCFA  

Chairman  Stark.  The  HMO  sends  in  a  report  about  their  qual- 
ity. Pages  and  pages  of  their  quality  that  the  HMO  people  fill  out? 

Mr.  DowDAL.  The  HMO's  send  in  a  bunch  of  stuff  on  the  process 
they  have  to  ensure  quality,  and  HCFA  is  supposed  to  look  at  that 
and  determine  whether  or  not  it  is  any  good. 

Chairman  Stark.  Is  there  a  way  for  us  to  know  if  they  are  doing 
anything  to  implement  that? 

Mr.  DowDAL.  The  closest  thing  would  be  when  the  PRO  review  of 
HMO's  was  put  into  effect,  HMO's  had  an  option  of  being  kind  of 
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exempted  from  it — that  is,  go  on  limited  PRO  review — if  internal 
processes  met  a  bunch  of  qualifications. 

About  a  third  of  the  HMO's  asked  for  the  limited  review  by 
pro's,  and  around  two-thirds  of  those  that  asked  for  it  were  not 
able  to  pass  the  inspection  to  qualify  for  it,  so  they  had  to  stay  on 
basic  review. 

Chairman  Stark.  They  are  all  on  a  PRO  review?  Who  reviews 
that  process? 

Mr.  DowDAL.  There  has  been  quite  a  bit  of  problems  and  delay  in 
getting  the  PRO  process  for  HMO's  going,  a  lot  of  problems  getting 
the  hospital  claims  to  PRO's.  They  don't  have  much  of  a  system  for 
looking  at  ambulatory  care. 

Chairman  Stark.  When  you  say  they  don't  have  much  of  a 
system,  is  there  a  system? 

Mr.  DowDAL.  I  wouldn't  want  to  call  it  a  system.  It  hasn't  been 
fully  developed  yet,  what  PRO's  are  going  to  be  doing. 

Chairman  Stark.  Let  me  ask  you  this:  If  I  were  able  to  request 
information  on  HMO  X  in  Wapakoneta,  Ohio,  could  I  go  see  a 
report  on  their  quality  and  how  it  is  reviewed,  and  do  they  keep 
this  by  hospital  specific  

Mr.  DowDAL.  You  would  have  to  go  to  the  PRO  and  ask  them 
what  they  have  looked  at  

Chairman  Stark.  That  would  be  the  PRO  in  Ohio? 

Mr.  DowDAL.  Right. 

Chairman  Stark.  HCFA  doesn't  have  an5rthing  sitting  over  here 
on  C  Street? 

Mr.  DowDAL.  It  might  have  something  in  the  Health  Quality  and 
Standards  Bureau.  They  do  get  some  information  from  the  PRO's, 
but  there  has  been  a  lot  of  problems  in  getting  the  claims,  the  hos- 
pital inpatient  data,  to  the  PRO  so  that  they  could  look  at  the 
cases. 

They  haven't  been  able  to  look  at  enough  cases  to  be  statistically 
accurate. 

Chairman  Stark.  Would  you  say  that  there  is  no  Federal  quality 
review  program  in  places  currently  operating  that  has  any  statisti- 
cal reliability? 

Mr.  DowDAL.  There  is  a  process,  but  I  wouldn't  consider  it  to  be 
fully  operational  and  statistically  valid  and  all  that  kind  of  stuff. 

Chairman  Stark.  Would  it  be  fair  to  say  that  there  is  not  an  ade- 
quate quality  review  program  in  place? 

Mr.  DowDAL.  In  my  opinion,  that  would  be  a  fair  statement. 

Chairman  Stark.  So  much  for  quality. 

Now,  let's  talk  about  price. 

Ms.  Shikles.  We  just  issued  a  report  a  few  months  ago  that  also 
looked  at  State  reviews  of  HMO's  and  found  that  most  States  are 
not  looking  at  quality  assurance  in  HMO's.  We  have  an  ongoing 
study  now  looking  at  the  PRO  review  of  HMO's  and  finding  that 
few  of  the  PRO's  are  looking  at  the  quality  assurance  systems. 

They  are  also  having  difficulty  looking  at  the  inpatient  data. 
There  is  almost  no  review  on  the  ambulatory  side. 

Chairman  StARK.  Let  me  try  two  of  my  favorite  HMO's,  Para- 
salsys  and  IMC.  Has  there  been  any  change  or  improvement  in  the 
method  of  reviewing  quality  since  those  two  operators  were  either 
arrested  or  put  out  of  business? 
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Mr.  DowDAL.  The  PRO  program  was  put  in  after  

Chairman  Stark.  Is  it  operational? 
Mr.  DowDAL.  Not  fully. 

Chairman  Stark.  The  same  system  that  allowed  IMC  to  steal  $30 

million,  roughly,  as  far  as  we  know  

Mr.  DowDAL.  Yes. 

Chairman  Stark  [continuing].  Will  let  Parasalsys  rip  us  off  for 
$5  or  $6  million  and  still  be  in  operation.  There  has  been  no  new 
system  to  replace  

Mr.  DowDAL.  There  has  been  improvement  since  then,  but  a 
fully  viable,  ongoing  system  is  not  in  place,  in  my  opinion.  It  is  not 
quite  as  loose  and  lax  as  it  was  back  then. 

Chairman  Stark.  In  terms  of  marriages  due  to  be  lined  up 
against  the  wall,  you  guys  get  right  up  there,  don't  you? 

Mr.  Chandler. 

Mr.  Chandler.  Thank  you,  Mr.  Chairman. 

I  am  a  little  troubled  by  the  idea  that  we  want  to  emulate  the 
Pentagon  in  quality  assurance.  Add  that  to  the  cost  of  health  care, 
I  am  not  sure  that  is  the  road  I  want  to  follow  you  down. 

Chairman  Stark.  Would  the  gentleman  yield — as  I  understand 
it,  there  are  two  kinds  of  ways  you  can  check  a  hospital. 

Mr.  Chandler.  Or  a  landing  gear. 

Chairman  Stark.  You  can  send  an  inspector  who  is  an  employee 
of  the  Federal  Government  there  to  see  if  they  have  dusted  and  ev- 
erything is  clean,  or  you  can  just  kind  of  review  the  hospital's  own 
internal  system  without  ever  really  going  there.  So,  you  can  say, 
gee,  the  system  sounds  good,  but  then  you  don't  really  ever  know  if 
the  hospital  is  really  there  doing  what  the  records  show. 

That  is  the  concern  I  had  in  suggesting  that  that  has  been  a  mili- 
tary way  of  sort  of  checking  the  checkers,  rather  than  doing  it  di- 
rectly. I  don't  impugn  the  military  any  more  than  I  did  HCFA. 

Mr.  Chandler.  I  understand.  I  think  that  in  our  concept  of  at- 
tempting to  guarantee  quality  care  for  the  money  that  we  spend, 
you  will  be  far  better  off  to  rely  upon  the  consumers  of  that  care  to 
make  that  judgment  than  we  will  be  someone  who  is  going  to  in- 
spect. 

When  Boeing  builds  a  military  airplane,  they  have  dozens  of  in- 
spectors looking  over  builders'  shoulders.  With  a  commercial  air- 
plane, that  is  not  the  case. 

When  you  referred,  Ms.  Shikles,  to  ''making  money"  and  ''  over- 
priced," those  are  the  terms  that  you  used,  I  want  to  make  sure  I 
understand  what  you  mean  by  that.  To  what  are  you  comparing 
when  you  say  they  were  making  money?  Is  that  over  and  above 
what  they  would  have  received  on  a  fee-for-service  basis,  or  are 
they  earning  profit? 

Ms.  Shikles.  I  am  saying  that  there  are  flaws  in  the  AAPCC 
process,  and  the  flaws  are  on  the  methodology  side;  that  there  are 
errors  in  calculating  the  projects  for  the  future  costs  and  coming 
up  with  that  payment  rate,  particularly  at  the  county  level. 

Because  of  these  errors,  some  HMO's  could  be  overpaid  or  under- 
paid. When  you  add  in  the  factor  that  the  methodology  only  ex- 
plains a  small  amount  of  cost  variation,  then  when  you  look  at  the 
fact  the  HMO's  have  tended  to  attract  a  patient  population  that 
uses  less  services,  what  we  are  saying  is  that  Medicare  has  ended 
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up  paying  the  HMO's  more  for  these  Medicare  enrollees  than  Med- 
icare would  have  paid  if  the  enrollees  had  stayed  in  the  fee-for- 
service  sector. 

Mr.  Chandler.  In  the  four  case  studies  that  you  did,  were  those 
in  different  geographic  locations? 
Ms.  Shikles.  Yes. 

Mr.  Chandler.  How  many  enrollees  were  there  in  each  of  those 
four  case  studies? 

Ms.  Shikles.  One  of  them,  I  know,  is  a  very  large  

Mr.  DowDAL.  I  don't  recall  the  exact  number  of  enrollees  in  each 
of  those  plans,  but  most  of  them  were  not  little  plans,  they  were 
substantial  plans. 

Mr.  Chandler.  When  you  made  your  analysis,  did  you  compare 
what  would  have  been  the  fee-for-service  payment  to  what  the 
HMO  was  reimbursed? 

Mr.  Dowdal.  That  was  a  study  of  the  adjustment  community 
rate  process.  In  the  ACR  process,  the  HMO  takes  its  commercial 
rate,  adjusts  it  for  Medicare  factors,  comes  up  with  a  rate,  and 
says,  this  is  what  we  would  charge  Medicare  patients  if  they  were 
commercial  enrollees  and  Medicare  wasn't  being  used. 

Then,  you  compare  that  amount,  that  computed  premium,  with 
how  much  Medicare  is  actually  paying.  Built  into  that  computed 
premium  is  a  profit,  whatever  profit  rate  they  may  have  got  under 
commercial  business,  so  if  the  ACR  calculation  shows  that  the 
HMO  is  actually  getting  a  higher  payment  from  Medicare  than 
what  that  computed  rate  would  be,  the  HMO  is  supposed  to  give 
additional  benefits  to  make  up  the  difference. 

The  HMO  has  already  gotten  its  profit,  we  are  not  going  to  give 
it  a  windfall  profit,  so  they  are  supposed  to  give  more  services  

Mr.  Chandler.  How  much  profit  is  allowed? 

Mr.  Dowdal.  Whatever  percent  they  make  on  their  commercial 
business.  If  they  are  making  25  percent  on  their  commercial  busi- 
ness, that  process  will  allow  them  to  have  25  percent.  On  commer- 
cial business,  HMO's  in  the  last  few  years  have  earned  5  or  6  per- 
cent of  sales. 

Mr.  Chandler.  Is  it  too  simple  to  suggest  that  on  a  fee-for-service 
basis,  those  people  going  to  doctors  and  hospitals  without  the  HMO 
being  involved  at  all,  that  you  could  come  to  an  average  figure? 

Mr.  Dowdal.  You  can  come  to  an  average  figure,  but  the  prob- 
lem is  adjusting  for  the  health  status  of  the  individuals.  If  an  HMO 
had  an  equivalent  enrollment,  if  it  had  the  same  types  of  people  as 
fee-for-service,  there  wouldn't  be  near  as  big  a  problem  as  there  is 
with  the  AAPCC  process,  because  then  you  wouldn't  have  to  worry 
about  adjusting  the  rate,  the  AAPCC  rate,  to  reflect  differences  in 
population. 

So,  if  the  average  is  $500  out  there,  then  we  give  them  $500,  be- 
cause there  is  no  difference  between  the  two  population  groups.  We 
are  saying  the  studies  that  have  been  done  show  there  are  differ- 
ences in  the  population  groups,  and  the  population  groups  that 
have  been  enrolled  in  HMO's  have  tended  to  be  the  less  costly  type 
patients  than  the  ones  who  stay  in  fee-for-service. 

Mr.  Chandler.  Did  you  analyze  the  quality  of  care  at  all  in  your 
study? 
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Ms.  Shikles.  Not  in  that  study — we  have  a  current  study  that  is 
not  completed  yet  that  will  be  looking  at  those  issues. 

Mr.  Chandler.  So,  anything  you  have  said  about  quality  of  care 
is  conjecture? 

Ms.  Shikles.  It  is  preliminary,  yes. 

Mr.  Chandler.  OK.  And  you  said  HCFA  doesn't  have  adequate 
data  on  utilization? 
Ms.  Shikles.  I  am  sorry,  I  didn't  hear  you. 

Mr.  Chandler.  You  were  saying  earlier  that  HCFA  does  not 
have  adequate  data  on  utilization — studies  of  utilization  by  patients 
in  these  HMO's? 

Ms.  Shikles.  It  doesn't — it  has  data  on  utilization  in  studies  that 
were  contracted  for.  For  example,  Mathematica  did  a  major 
amount  of  studies  looking  at  HMO's,  and  they  collected  a  lot  of  uti- 
lization data.  That  was  on  a  study  basis.  On  an  ongoing  basis,  there 
is  no  provision  to  give  HCFA  information  on  what  happens  to  the 
Medicare  beneficiary  when  that  individual  goes  into  an  HMO.  You 
lose  the  data  you  get  on  the  fee-for-service  system. 

HCFA  is  trying  to  make  up  for  that  on  the  inpatient  side,  but  we 
are  finding  there  are  lots  of  problems  in  that  too. 

Mr.  Chandler.  Do  you  have  that  data  yourselves? 

Ms.  Shikles.  No,  we  don't. 

Mr.  Chandler.  I  guess  the  reason  I  am  asking  that  question  is, 
how  can  we  draw  the  conclusions  we  have  if  neither  HCFA  nor 
GAO  has  the  data  on  which  to  reach  them? 

Ms.  Shikles.  You  mean  on  the  fact  beneficiaries  tend  to  use 
fewer  services? 

Mr.  Chandler.  You  made  that  statement,  yet  you  said  we  don't 
know  that. 

Ms.  Shikles.  I  thought  you  meant  did  we  have  ongoing  data  rou- 
tinely reported  to  HCFA  on  how  beneficiaries  are  utilizing  services 
at  HMO's.  There  is  no  provision  on  that.  HCFA  doesn't  routinely 
get  information  on  an  ongoing  basis.  On  studies  where  people  have 
gone  into  HMO's  and  looked  at  the  characteristics  of  the  HMO's, 
and  compared  them,  they  found  biased  selection. 

This  is  true  not  only  in  the  Medicare  population,  but  it  also  true 
in  other  studies  of  HMO's.  Individuals  who  feel  they  are  not  going 
to  use  a  lot  of  health  services  are  the  ones  who  typically  consider 
joining  an  HMO. 

Mr.  Chandler.  OK. 

I  would  like  to  suggest  your  idea  of  following  up  and  really  un- 
derstanding the  data.  I  would  be  curious,  too,  why  it  can't  be 
public,  but  

Chairman  Stark.  Because  I  think  it  deals  with  specific  HMO's. 
Would  you  yield? 

Mr.  Chandler.  I  have  completed  my  questions. 

Chairman  Stark.  Did  you  review  the  Mathematica  studies? 

Ms.  Shikles.  Well,  we  have  talked  to  the  researchers  and  met 
with  the  researchers.  We  looked  at  the  studies. 

Chairman  Stark.  You  are  familiar  with  their  methodology? 

Ms.  Shikles.  Reasonably  familiar,  and  it  is  consistent  with  our 
work. 

Chairman  Stark.  Are  you  comfortable  with  it? 
Ms.  Shikles.  Yes. 
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Chairman  Stark.  You  say  their  study  was  consistent  with  an 
earher  GAO  study  from  1986? 
Ms.  Shikles.  That  is  correct. 

Chairman  Stark.  Have  there  been  any  other  studies  done  that 
you  know  of  in  terms  of  trying  to  relate  these  costs? 
Ms.  Shikles.  Looking  specifically  at  Medicare? 
Chairman  Stark,  Or  HMO  reimbursement. 
Ms.  Shikles.  Fran? 
Chairman  Stark.  Go  ahead. 

Ms.  Kanach.  In  the  under-65  population,  there  has  been  a  good 
deal  of  study  done  on  the  savings  and  reduction  of  utilization,  espe- 
cially on  the  hospital  side,  and  those  studies  indicate  that  there  is 
up  to  20  to  40  percent  reduction  in  hospital  utilization  for  the  popu- 
lation who  have  been  enrolled. 

Chairman  Stark.  But  you  don't  have  any  study  on  outpatient 
procedures  or  what  fee-for-service  

Ms.  Kanach.  No,  and  in  fact,  the  tradeoff  generally,  in  the 
HMO,  has  been  with  offering  increased  benefits  on  the  outpatient 
side  as  a  tradeoff  for  reduced  hospitalization  and  use  of  more  inten- 
sive kinds  of  resources. 

The  Mathematica  study,  though,  I  will  defer  to  Dr.  Langwell, 
does  show  a  reduction  in  the  first  2  years  of  enrollment  of  8  per- 
cent on  the  hospital  use,  so  that  there  is  some  level  of  reduction  in 
hospital  utilization  from  what  would  have  been  anticipated  for  the 
population. 

Chairman  Stark.  Let's  just  take  the  higher  figure,  it  would  take 
a  third  less  to  provide  for  these  beneficiaries  under  a  fee-for-service 
system.  Did  you  adjust  that  for  those  services  for  which  Medicare 
would  not  reimburse  anybody,  as  compared  to  what  they  might  get 
in  the  HMO?  Is  that  contracted  into  this  study? 

Mr.  DowDAL.  What  those  studies  do  is  they  look  at  the  health 
status  of  the  person  before  they  were  enrolled  in  the  HMO  and 
project  forward,  and  that  is  where  the  Medicare  cost  part  comes 
from,  from  the  fee-for-service  side. 

On  the  HMO  side,  you  take  how  much  we  actually  paid  them  as 
an  HMO  enrollee,  so  it  is  only  dealing  with  the  Medicare  cost  on 
both  sides. 

Chairman  Stark.  I  guess  I  am  anticipating  the  argument  from 
HMO  that  says  yes,  we  give  them  annual  physicals,  proctascopic 
examinations  and  mammograms,  and  therefore,  we  save  a  lot  of 
money,  because  we  discover  problems  early. 

Is  that  a  valid  attack? 

Mr.  DowDAL.  HMO's  do  give  some  additional  benefits  that  are 
not  covered  by  Medicare,  but  from  Medicare's  viewpoint  that  is  ir- 
relevant since  we  are  dealing  with  a  Medicare's  program  costs. 

Chairman  Stark.  Can  you  modify  that?  Do  you  want  to  spot 
them  some  points  for  that  fact,  or  is  that  impossible? 

Mr.  DowDAL.  I  won't  be  able  to  do  that. 

Chairman  Stark.  Would  you  know  whether  we  get  any  more 
complaints  from  HMO's  than  we  get  from  Medicare  beneficiaries 
that  are  in  the  fee-for-service  system? 

Mr.  DowDAL.  I  haven't  looked  at  any  data.  HCFA  does  get  some 
data,  and  there  are  Federal  requirements  on  grievances  and  that 
kind  of  thing. 
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Chairman  Stark.  Mrs.  Johnson. 

Mrs.  Johnson.  Mr.  Chairman,  I  am  not  going  to  ask  any  ques- 
tions of  the  panel.  I  hope  we  will  have  a  chance  to  go  into  some 
more  detail,  and  I  have  enjoyed  the  questioning,  but  since  I  have  to 
leave,  I  am  anxious  to  hear  some  of  the  final  panel. 

Thank  you  very  much  for  your  good  work  in  this  area  for  us. 

Ms.  Shikles.  Thank  you. 

Chairman  Stark.  I  want  to  thank  the  panel.  It  would  be  the 
Chair's  intention,  with  the  concurrence  of  the  members,  to  see  if 
we  might  not  be  able  to  go  into  some  review  and  specifics  on  these 
case  studies  and  ask  HCFA  to  join  us  and  to  see  whether  we  can 
get  some  better  sense  of  the  microproblems  involved  here.  You  just 
might  want  to  think  about  that. 

Ms.  Shikles.  OK,  we  would  be  pleased  to  do  that. 

Chairman  Stark.  Thank  you  very  much. 

Our  next  witnesses  will  appear  as  a  panel,  consisting  of  Dr. 
Arlene  Ash,  an  adjunct  research  professor  of  the  health  care  re- 
search unit  of  the  Department  of  General  Internal  Medicine, 
Boston  University  School  of  Medicine;  Dr.  Gerard  F.  Anderson,  di- 
rector of  the  Center  for  Hospital  Finance  and  Management,  the 
Johns  Hopkins  University,  Baltimore,  Maryland;  and  Earl  L.  Whit- 
ney, consulting  actuary,  Milliman  &  Robertson,  Radnor,  Pennsylva- 
nia. 

Dr.  Ash,  you  are  first  on  the  witness  list.  We  will  let  you  lead  off. 
If  we  are  interrupted  by  a  vote — the  House  is  in  session — the  Chair 
will  vacate  the  proceedings  for  a  while  and  be  back,  but  why  don't 
you  proceed  to  enlighten  us.  You  might  care  to  summarize  your 
testimony  or  add  to  it. 

STATEMENT  OF  ARLENE  ASH,  PH.D.,  ASSISTANT  PROFESSOR, 
BOSTON  UNIVERSITY  SCHOOL  OF  MEDICINE,  AND  BOSTON 
UNIVERSITY  SCHOOL  OF  PUBLIC  HEALTH,  BOSTON,  MASS. 

Ms.  Ash.  Thank  you. 

Mr.  Chairman,  today's  hearing  is  about  allocating  rather  small 
parts  of  the  total  Medicare  budget.  As  such,  it  suffers  from  the 
problems  that  we  see  throughout  the  health  care  allocation  busi- 
ness. 

I  sincerely  hope  that  in  the  not-too-distant  future  we  will  get 
around  to  more  comprehensive  ways  to  deal  with  the  whole  prob- 
lem. 

However,  in  the  meantime,  I  have  some  good  news  about  the 
problem  of  HMO  Medicare  reimbursement.  We  have  already  heard 
a  great  deal  that  I  included  in  my  written  testimony  about  the 
basic  outlines  of  the  problem.  I  will  not  repeat  that  here. 

The  work  that  I  have  done  relates  specifically  to  the  issue  of 
making  the  AAPCC  more  responsive  to  differences  between  the 
health  care  status  of  people  who  are  enrolled  in  HMO's  and  those 
who  remain  in  the  fee-for-service  sector. 

The  good  news  is  that  a  lot  of  work  has  been  done,  and  that  we 
can  do  a  lot  better  job  than  we  have  done  in  the  past  of  paying 
more  for  sick  people  and  less  for  healthy  people.  This  removes  a  lot 
of  the  concern  that  the  Government  normally  has,  that  it  is  getting 
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taken  because  HMO's  seem  to  be  serving  healthier-than-average 
enroUees. 

I  would  also  like  to  say  that  the  ability  to  adjust  for  health  care 
status  differences  is  a  change  that  many  people  in  the  HMO  indus- 
try also  welcome. 

[The  statement  of  Ms.  Ash  follows:] 
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How  Should  HMOs  that  Care  for  Medicare  Beneficiaries  Be  Paid? 

Testimony  of  Arlene  Ash,  Ph.  D.^  at  the  May  8,  1990 
Hearing  of  the  House  Ways  and  Means  Subcommittee  on  Health 

Thank  you  for  inviting  me  to  speak. 

Since  1984  I  have  done  substantial  work  for  the  Health  Care 
Financing  Administration  (HCFA)   in  developing  and  evaluating 
methods  for  estimating  the  expected  health  care  costs  of  Medicare 
beneficiaries . 

Let  me  start  by  summarizing  my  testimony  about  Medicare 
payments  to  HMOs . 

Svunmary 

o        So  long  as  the  payment  formula  fails  to  adjust 

adequately  for  health  status,  most  HMOs  will  enroll 
healthier  than  average  beneficiaries. 

o        Changing  the  HMO  payment  multiplier  from  95%  to  100% 
should  keep  more  HMOs  in  business;  with  it,  however, 
every  HMO  with  healthier  than  average  enrollees  costs 
the  government  more  than  if  these  people  had  remained 
in  the  fee  for  service  sector. 

o        Payment  models  based  upon  clinically  credible 

information  relating  to  expected  future  costs  already 
exist.     One  such  is  currently  being  tested  in  a 
demonstration  project. 

o        It  is  time  to  start  paying  HMOs  on  the  basis  of  the 
healthiness  of  their  enrollees. 

o        Substantial  refinements  to  the  existing  models  have 
already  been  developed.     The  HMO  industry  should  be 
involved  in  suggesting  directions  for  future 
improvements,  and  better  models  should  be  used  as  they 
become  available. 

Backgrotind  to  the  problem 

To  compute  payments  to  Medicare  HMOs,   the  government  is 
required  to  estimate  (Section  1876  of  the  Social  Security  Act) 
how  much,   on  average,   each  HMO's  Medicare  enrollees  would  have 
cost  Medicare  had  they  received  their  care  in  the  fee  for  service 
(EES)  sector.     This  estimate  is  called  the  Adjusted  Average  Per 
Capita  Cost   (AAPCC) .     The  intended  "adjustment"  is  for  the  health 
status  of  HMO  enrollees  compared  to  EES  people  in  the  same 
geographic  area.     Currently  the  payment  to  an  HMO  is  calculated 
as  95%  of  the  amount  predicted  using  an  AAPCC  formula  which 
distinguishes  among  aged  beneficiaries  only  on  the  basis  of  age, 
sex,  whether  there  is  a  Medicaid  "buy-in",  and  whether 
beneficiaries  are  institutionalized.     Some  HMOs  have  dropped  out 
of  Medicare  participation,   claiming  that  the  payment  is  too  low 
for  their  enrollees. 

The  President's  budget  proposal  for  fiscal  year  1991  would 
increase  the  government's  payment  for  Medicare  enrollees  to  100% 
of  this  same  AAPCC  formula. 


■"•Doctor  of  Philosophy  in  Mathematics  and  Assistant  Professor, 
Boston  University  School  of  Medicine  and  Boston  University  School 
of  Public  Health.     Health  Care  Research  Unit,   720  Harrison 
Avenue,   Suite  1102,   Boston,  MA  02118. 
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Should  the  multiplier  be  raised  from  95  to  100%? 
Arguments  for  100* 

o        The  government  "should"  be  indifferent  to  which  method 
of  delivery  people  prefer.     This  implies  a  100% 
multiplier . 

o        Even  if  HMOs  can  provide  health  care  more  cheaply, 

those  savings  are  needed  to  pay  for  the  extra  benefits 
of  continuity  of  care  and  prevention  that  HMOs  may 
provide . 

Arguments  against 

o        The  government  should  reap  some  of  the  savings  benefits 
claimed  for  managed  care. 

o        If  HMOs  are  really  "skimming  off"  the  healthiest 

people,   it  is  better  to  pay  only  95%  of  a  too  high 
price . 

However,   the  current  payment  is     "5%  low"  to  an  HMO  only 
when  its  enrollees  are  actually  as  expensive  to  treat  in  FFS  as 
the  AAPCC  predicts  they  are. 

Adjusting  for  health  status  is  much  more  important  than  95* 
versus  100* 

The  problem  that  there  are  strong  disincentives 
against  HMOs  enrolling  and  retaining  people  with 
serious  health  care  needs  will  not  be  corrected  by 
raising  the  multiplier  of  the  AAPCC  to  100*. 

The  key  issue  is  being  able  to  pay  the  right  amount  more 
for  sicker  enrollees  than  for  healthy  ones.     But  how  can  "health 
need"  best  be  measured?     Self-reported  (perceived)  health, 
functional  health  status,  and  physiologic  characteristics  can  all 
be  used  to  measure  "health"  directly,  but  none  emerge  as  good 
candidates  for  inclusion  in  a  payment  formula. 

Prior  use  as  a  proxy  measure  of  health 

Information  such  as  last  year's  total  health  costs,  number 
and/or  kinds  of  health  problems  treated,   presence  of  physician 
visits,   etc.  are  the  best  known  predictors  of  how  much  a  person's 
health  care  will  cost  next  year,   especially  among  the  elderly  for 
whom  much  illness  is  persistent  or  chronic. 

Limitations  of  crude  measures  of  prior  use  for  setting  payments 

o        Prior  use  is  a  not  a  pure  measure  of  health  care  need; 
it  is  affected  both  by  real  need  and  by  provider  and 
consumer  "styles." 

o        Prior  use  can  reduce  the  incentive  for  HMOs  to  control 
utilization,  since  the  more  an  HMO  spends  this  year  the 
more  money  it  will  receive  in  the  future. 

o        Some  health  care  expenditures  relate  to  self -limiting 
problems  and  do  not  raise  the  level  of  expected  future 
costs . 

o        Prior  use  data  from  HMOs  may  not  be  comparable  to  data 
in  the  FFS  sector.      (For  example,   "did  the  beneficiary 
meet  the  Part  B  —  that  is,  the  physician  payment  — 
deductible?") 


46 


3 

An  exeunple  of  a  modified  prior  use  payment  model 

I  and  colleagues  at  Boston  University  and  Brandeis 
(especially  Randall  Ellis  at  Boston  U)   have  developed  the 
Diagnostic  Cost  Group  (DCG)     methodology  to  adjust  HMO  payments 
on  the  basis  of  selected  prior  use  information.       A  DCG  payment 
model  has  the  following  features: 


o        Age,  sex  and  welfare  status  are  used. 

o        Readily  available  diagnostic  information  associated 
with  previous  inpatient  hospital  care  is  the  only 
utilization  data  required. 

o        The  impact  of  a  hospitalization  on  future  payments  is 
based  upon  the  subsequent  cost  experience  of  FFS 
enrollees  with  a  similar  episode. 

o        Diagnoses  are  classified  in  eight  diagnostic  cost 

groups,  or  DCGs .     Diagnoses  in  the  lowest  numbered  DCG 
are  associated  with  similar,   low  subsequent  costs  among 
FFS  beneficiaries  previously  hospitalized  for  these 
reasons;  each  higher  numbered  DCG  is  associated  with  a 
higher  level  of  future  expenditures. 

o        Certain  kinds  of  prior  hospital  admissions  are 

considered  to  be  sufficiently  discretionary  that  they 
are  not  used  to  trigger  higher  payment  to  HMOs.  (E.g., 
a  hospitalization    with  "GI  System  Symptoms"  as  the 
principal  diagnosis.) 


Example  illustrating  the  difference  between  AAPCC  payments  and 
DCG  payments  for  selected  beneficiaries. 

Persons  A,  B  and  C  are  each  6d-year  old  women,  neither 
institutionalized  nor  on  welfare.     Last  year,  A  used  no  health 
care  services,  B  was  hospitalized  with  an  acute  myocardial 
infarction  and  C  was  hospitalized  with  a  brain  tumor.     An  HMO 
which  is  receiving  $200  per  month  for  each  enrollee  of  "average 
health,"  would  get  the  following  monthly  payments  under  the  two 
models : 


Scunple  HMO  monthly  payments  under  alternative  payment  models 

Person  (last  year's  health)  AAPCC  DCG 

A  (healthy)  $  127  $  114 

B  (heart  attack)  127  390 

C   (brain  tvimor)  127  1,130 

When  the  AAPCC  formula  is  used  to  determine  payments,  no  HMO 
can  afford  to  treat  many  more  than  "its  share"  of  people  like  B 
or  C,  whose  expected  monthly  costs  are  much  closer  to  their  DCG 
formula  payment  than  to  $127. 

The  problem  with  the  AAPCC  is  that  there  is  a  very  wide 
range  of  levels  of  need  among  persons  who  "look  the  same"  with 
respect  to  the  factors  used  in  setting  payments.     This  problem  is 
lessened  with  a  DCG  model  by  introducing  more  health-related 
information  with  which  to  distinguish  people. 


HCFA's  DCG  Demonstration  Project 


A  1987  HCFA  panel  which  studied  the  AAPCC  recommended 
conducting  a  demonstration  project  using  a  DCG  payment  model. 
The  solicitation  for  HMOs  to  participate  in  this  study  has 
yielded  few  volunteers.     HMOs'   unwillingness  to  participate  in 
this  demonstration  raises  questions  about  the  extent  to  which 
HMOs  actually  feel  that  they  have  sicker  than  average  enrollees. 
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Strengths  of  the  DCG  methodology 

o        It  is  simple. 

o        It  adjusts  payments  for  differences  In  health  status, 
thereby  paying  somewhat  less  than  the  AAPCC  for  the 
healthiest  people  and  much  more  than  the  AAPCC  for  the 
most  costly  enrollees. 

o        It  uses  data  which  are  reliable,  readily  available, 
audi table  and  comparable  between  the  FPS  and  HMO 
sectors . 

o        It  pays  differently  for  people  whose  previous  problems 
have  different  future  cost  implications. 

o         It  dampens  the  incentive  to  overutilize,  by  not 

allowing  the  most  discretionary  hospitalizations  to 
trigger  higher  payments. 

Further  DCG  developments 

The  following  extensions  of  the  original  DCG  work,  either 
completed  or  nearing  completion,  have  suggested  how  the  DCG  model 
could  be  improved. 

o        Continuous  update  model  (in  which  payments  are  changed 
each  month,  rather  than  once  a  year,   in  response  to  the 
most  recently  available  information  on  prior 
hospitalizations) . 

o        Clinical  refinements  (in  which  clinical  Information  in 
addition  to  the  principal  diagnosis  is  considered  in 
setting  payments) . 

o        Time  dependent  models  (in  which  payments  following  a 

hospital  episode  are  allowed  to  change  as  a  function  of 
how  many  months  it  has  been  since  the  discharge) . 

Limitations  of  the  DCG  methodology 

o        It  underprices  chronically  ill  and  frail  persons  who  do 
not  require  acute  hospital  care,  but  who  may  require 
prolonged  care  in  settings  such  as  nursing  homes. 

o        It  is  a  compromise  among  models  with  competing 
desirable  features. 

o        It  only  deals  with  the  problem  of  health  status 

adjustment,  and  not  with  any  of  the  other  aspects 
involved  in  making  payments  to  HMOs,  such  as  computing 
the  county-specific  geographic  adjuster,  or  the 
nationwide  estimate  of  average  costs  (the  USPCC) .  Nor 
does  it  deal  with  the  broader  issue  of  concerns  about 
the  FFS  sector  as  a  basis  for  setting  HMO  payments. 

o        It  has  not  been  extended  to  disabled  beneficiaries 
under  age  65 . 

Conclusion 

Neither  95%  nor  100*  of  the  current  AAPCC  is  a  good  way  to 
pay  Medicare  HMOs.     The  government  should  be  making  payments 
based  upon  a  better  measure  of  an  HMO  enrollees'  expected  level 
of  need. 
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Chairman  Stark.  I  have  trouble  only  with  this,  Dr.  Ash.  Already 
I  am  worried  about  paying  physicians.  Now,  suddenly,  you  say  the 
more  successful  they  are,  the  less  you  are  going  to  pay  them. 

Incentives  trouble  me  there.  I  can  understand  that  physicians 
with  a  code  of  ethics  are  going  to  do  what  they  ought  to  do  to  keep 
you  healthy.  They  are  going  to  say  the  hell  with  it,  I  am  going  to 
live  up  to  my  code.  I  hold  no  such  belief  for  the  society  of  MBA's. 
They  take  no  kind  of  oath  except  to  make  all  the  money  they  can. 

Presuming  you  are  running  an  HMO,  and  running  a  profit,  the 
healthier  people  get,  the  less  I  am  going  to  pay  you.  That  seems 
like  an  incentive  I  can't  rationalize. 

Ms.  Ash.  You  put  your  finger  on  the  problem.  It  is  difficult  to 
know  a  healthy  person  from  a  sick  person  with  the  kind  of  data  it 
is  feasible  to  collect  in  a  payment  model.  For  a  variety  of  reasons, 
research  has  pretty  much  come  to  a  consensus  that  the  prior  utili- 
zation of  beneficiaries  with  respect  to  their  health  care  is  the  best 
guide  that  we  can  have  to  the  likely  level  of  their  future  health 
care  needs. 

If  someone  was  quite  healthy  last  year  and  never  encountered 
the  health  care  system  last  year,  his  or  her  expected  health  care 
cost  next  year  is  a  great  deal  lower  than  average.  For  a  person  who 
had  a  heart  attack  last  year,  their  expected  cost  is  a  lot  higher. 

Chairman  Stark.  Do  you  put  in  risk  factors  like  obesity,  smok- 
ing, drinking,  all  the  things  my  doctor  says  will  destroy  me  before 
long?  It  seems  to  me  there  is  some  kind  of  cliff  out  there;  when  you 
get  older,  you  step  over  the  edge. 

Ms.  Ash.  We  are  all  getting  older,  hopefully. 

The  particular  formula  that  I  have  been  associated  with  develop- 
ing, and  that  the  Health  Care  Financing  Administration  is  piloting 
in  a  demonstration  project  right  now,  called  the  Diagnostic  Group 
Model,  is  relatively  simple. 

It  only  uses  a  small  part  of  all  the  information  that  might  be 
available  to  predict  how  expensive  people  will  be  in  the  future. 
This  was  not  done  because  we  are  too  dumb  to  know  that  there  are 
other  things  that  affect  future  costs.  It  was  done  because  a  health 
care  payment  formula  needs  to  be  administratively  feasible,  needs 
to  be  based  on  data  that  are  readily  available  and  capable  of  audit, 
and  needs  to  be  based  on  information  which  relates  as  closely  as 
possible  to  the  true  underlying  health  care  needs  of  the  people  who 
are  enrolled  in  HMO's. 

I  would  be  the  last  person  to  imply  that  the  model  that  is  cur- 
rently being  tested,  that  I  have  had  a  lot  to  do  with  developing,  is 
anything  like  perfect.  What  I  can  say  is,  it  goes  a  long  way  toward 
solving  the  problem  that  everybody  has  spoken  about:  that  if 
HMO's  do  not  enroll  a  representative  mix  of  healthy  and  sick 
people,  then  their  payment  under  the  current  methodology  will  be 
inappropriate  I  would  like  to  point  out  that  this  goes  both  ways, 
that  an  HMO  might  very  well  be  an  excellent  vehicle  for  providing 
care  for  the  very  sickest  people  in  our  society,  and  an  HMO  might 
want  to  carve  out  that  market  niche  for  itself,  might  want  to 
become  the  place  that  had  the  best  specialists. 

No  HMO  can  afford  to  do  that  until  the  formula  is  able  to  pay 
more  for  sick  people.  Currently,  no  HMO  can  afford  to  take  these 
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people,  and  the  Government  will  not  reap  any  benefits  that  might 
be  potentially  possible. 

Chairman  Stark.  What  about  treating  all  the  people  in  a  large 
segment  and  taking  all  the  smokers,  and  all  the  obese,  and  the 
drunks,  and  lumping  them  into  a  group.  Let's  have  an  HMO,  and 
then  we  could  care  for  those  people  for  less  money  than  just  leav- 
ing them  out  there  in  the  fee-for-service  market. 

Ms.  Ash.  An  HMO  should  be  the  vehicle  which  would  be  best 
able  to  control  the  cost  of  extremely  sick,  difficult-to-manage  pa- 
tients. 

Chairman  Stark.  I  guess  we  will  recess  for  30  minutes  to  give 
everyone  a  chance  to  get  a  sandwich.  We  will  reconvene  at  12:40.  I 
don't  suppose  Mr.  Levin  will  be  back  before  that.  So,  bear  with  me 
and  we  will  reconvene  in  30  minutes. 

[Whereupon,  at  12:10  p.m.,  the  subcommittee  recessed,  to  recon- 
vene at  12:40  p.m.] 

Chairman  Stark.  Dr.  Ash,  had  you  concluded?  I  sort  of  side- 
tracked you  as  we  were  going  on.  I  wanted  to  make  sure  you  had  a 
chance  to  say  everything  you  wanted  to. 

Ms.  Ash.  There  are  just  a  few  things  more  I  would  like  to  say. 

Chairman  Stark.  OK. 

Ms.  Ash.  It  is  very  important  to  keep  the  focus  on  the  payment 
system  and  the  incentive  that  it  creates,  quite  apart  from  the  fact 
that  there  are  bad  actors  in  the  HMO  industry  and  there  are  bad 
actors  in  the  fee-for-service  sector. 

What  we  have  to  worry  about  is  creating  good  incentives.  This 
means  that  if  a  person  or  an  institution  wants  to  behave  responsi- 
bly they  are  encouraged  to  do  so,  and  it  is  not  made  difficult  or  im- 
possible by  virtue  of  the  payment  system. 

Along  those  lines,  the  most  critical  change  that  needs  to  be  made 
in  the  current  payment  methodology  is  to  make  correct  adjust- 
ments for  health  status. 

Chairman  Stark.  We  don't  do  that  right  now  at  all,  do  we? 

Ms.  Ash.  We  do  that  in  an  extremely  weak  way.  The  current  for- 
mulas pay  more  for  older  people.  They  pay  more  for  males  than 
females  of  the  same  age,  because  men  cost  more  at  the  same  age  to 
treat. 

They  pay  more  for  people  who  are  on  welfare.  They  pay  more  for 
people  who  are  in  nursing  homes. 

Chairman  Stark.  More  for  welfare?  What  is  the  rationale  behind 
that? 

Ms.  Ash.  The  rationale  behind  all  of  these  is  empirical.  Such 
people  have  historically  cost  the  Government  more  in  terms  of  the 
Medicare-reimbursed  services  they  receive.  However,  the  existing 
formulas  have  a  very  weak  relationship  to  the  costs  people  will 
have  as  HMO  enroUees. 

Clearly,  if  you  were  an  HMO,  you  would  much  rather  enroll  a 
healthy  85-year-old  than  an  unhealthy  65-year-old  because  you  will 
get  more  money  for  the  85-year-old  and  that  person  will  probably 
cost  you  less  than  the  65-year-old  with  chronic  ailments. 

I  would  like  to  illustrate  this  with  a  very  specific  example.  The 
current  formula  will  pay  an  HMO  the  same  amount  for  any 
woman  who  is  69  years  old,  not  on  welfare,  and  not  in  a  nursing 
home. 
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I  am  going  to  make  up  some  hypothetical  numbers  which  are, 
however,  realistic.  Suppose  the  HMO  would  receive  $200  per  month 
for  an  enrollee  of  average  health  status.  Because  less  money  is  paid 
for  a  woman,  because  less  money  is  paid  for  a  younger  person,  and 
less  is  paid  for  a  noninstitutionalized  and  non-Medicaid  person,  the 
HMO  would  receive  $127,  roughly,  for  any  person  with  these  char- 
acteristics. Suppose  that  three  such  women  had  the  following  dif- 
ferent experiences  last  year:  person  one  was  perfectly  healthy  and 
used  no  health  care  services;  person  two  had  a  heart  attack;  and 
person  three  had  a  brain  tumor.  If  you  know  anything  about  the 
persistence  of  health  problems,  you  know  that  an  HMO  would  be 
very  uncomfortable  receiving  the  same  number  of  dollars  per 
month  for  each  of  these  people. 

With  a  payment  model  such  as  the  DCG,  we  would  not  pay  $127 
per  month  for  each  of  these  people.  We  would  pay  the  HMO  $114 
per  month  for  the  healthy  person.  We  would  pay  $390  per  month 
for  the  one  with  a  heart  attack,  and  $1,130  per  month  for  the 
person  with  the  brain  tumor. 

It  is  absolutely  essential  that  the  formula  pay  more  for  sick 
people  and  less  for  healthy  people.  It  is  the  main  way  in  which  the 
Government  can  protect  itself  from  overpaying  when  a  plan  gets 
exceptionally  healthy  people  and  makes  it  possible  for  HMO's  to 
treat  truly  sick  people. 

The  only  thing  that  I  want  to  add  is  some  caveats.  This  model, 
the  DCG,  is  not  the  only  one  out  there  and  it  has  some  real  prob- 
lems. Some  of  these  problems  can  be  fixed  on  the  basis  of  research 
that  has  already  been  completed  and  some  can  be  fixed  over  a 
period  of  time  on  the  basis  of  research  that  could  be  undertaken. 

Some  of  the  problems  will  not  readily  be  fixed.  The  two  particu- 
lar problems  that  I  want  to  draw  your  attention  to  are,  first,  the 
problem  of  properly  pricing  the  frail  elderly,  those  who  do  not  re- 
quire hospitalization  but  perhaps  do  require  long-term  nursing 
care. 

Under  the  current  paying  system,  an  HMO  can't  afford  to  have 
too  many  of  these  people.  Even  with  the  DCG  model,  an  HMO  can't 
afford  to  have  many  of  these  people. 

The  other  problem  that  cannot  readily  be  fixed  is  the  difficulty  of 
basing  payments  to  HMO's  on  expenditures  in  the  fee-for-service 
sector.  This  relates  to  my  opening  statement  about  the  difficulty  of 
making  patchwork  solutions  and  trying  to  deal  with  one  problem 
when  the  entire  system  needs  overhaul.  That  is  what  I  would  like 
to  say. 

Chairman  Stark.  Does  the  idea  of  profitmaking  HMO's  versus 
nonprofits  enter  into  your  concept  at  all?  Is  there  any  real  reason 
to  crank  a  profitmaking  operation  into  the  system? 

Ms.  Ash.  We  are  wandering  a  little  out  of  my  area  of  expertise. 
My  opinion  is  that  it  is  the  Government's  business  to  see  to  it  that 
a  fair  price  is  offered  for  the  services  that  need  to  be  produced,  and 
if  the  profitmaking  sector  can  do  that  then  good  for  them,  and  if 
they  can't,  it  is  not  the  Government's  business  to  subsidize  them. 

Thank  you. 

Chairman  Stark.  Thank  you. 
Dr.  Anderson. 
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STATEMENT  OF  GERARD  F.  ANDERSON,  PH.D.,  DIRECTOR,  THE 
CENTER  FOR  HOSPITAL  FINANCE  AND  MANAGEMENT,  THE 
JOHNS  HOPKINS  MEDICAL  INSTITUTIONS,  BALTIMORE,  MD. 

Mr.  Anderson.  It  is  good  to  be  here  again.  Rather  than  try  to 
explain  why  the  administration  proposal  doesn't  make  a  lot  of 
sense  and,  I  know  you  have  heard  a  great  deal  about  that  this 
morning,  let  me  illustrate  an  example  which  is  an  alternative  to 
the  AAPCC.  There  has  been  a  series  of  comprehensive  examina- 
tions of  the  AAPCC  and  a  variety  of  suggestions  as  to  how  to 
reform  it. 

Prior  utilization  is  perhaps  the  best  method  for  making  an  ad- 
justment. It  is  a  lot  better  than  your  earlier  examples  of  smokers. 
It  is  a  much  better  predictor  of  future  utilization. 

And  I  have  traded  ideas  on  prior  utilization  for  the  past  6  or  7 
years  and  to  some  extent  our  proposals  are  beginning  to  look  simi- 
lar. Prior  utilization  is  similar  to  an  experience  rating  in  the  insur- 
ance industry  and  is  based  upon  the  observation  that  individuals 
who  were  sick  last  year  are  much  more  likely  to  be  sick  this  year. 
This  tendency  tends  to  remain  for  7  or  8  years. 

The  challenge  is  to  design  a  payment  system  so  that  the  HMO 
has  an  incentive  to  control  utilization  and  is  rewarded  for  that.  We 
don't  want  to  penalize  them  because  they  control  utilization.  I 
think  by  designing  the  payment  system  properly  that  you  can,  in 
fact,  do  that. 

Let  me  turn  to  the  payment  system,  which  we  call  payment 
amount  for  capitated  systems,  PACS.  In  my  written  testimony 
there  is  a  table,  which  shows  how  PACS  would  adjust  for  the  pay- 
ment rate  based  upon  the  characteristic  of  an  HMO  enrollee. 

Table  1  is  basically  a  payment  formula  based  upon  the  character- 
istics of  the  individuals.  What  it  shows,  for  example,  is  that  every- 
body would  be  paid  a  basic  rate  of  $55  a  month  and  that  for  each 
year  over  the  age  of  64,  you  get  an  additional  $5. 

As  you  look  down  the  list,  if  somebody  is  hospitalized  with  a  par- 
ticular illness,  for  example,  circulatory  disease,  you  would  increase 
the  monthly  payment  rate  by  about  $102,  so  based  upon  the  char- 
acteristics of  the  individual,  similar  to  what  Arlene  mentioned,  you 
effectively  show  how  much  the  person  would  receive. 

All  this  can  be  done  basically  on  one  payment  formula  which  is 
relatively  easy  to  explain.  The  advantage  of  PACS  or  any  of  the 
prior  utilization  systems  is  that  they  much  more  closely  approxi- 
mate the  health  standards  and,  therefore,  the  expected  utilization 
of  the  Medicare  beneficiary.  It  explains  seven  or  eight  times  more 
than  the  AAPCC  does  in  trying  to  predict  an  individual.  It  elimi- 
nates the  advantage  to  the  HMO  if  the  HMO  gets  the  healthy  indi- 
vidual and  it  gives  the  HMO  an  incentive  to  enroll  the  sicker  indi- 
vidual by  paying  appropriately  for  those  individuals. 

HCFA  funded  a  number  of  research  projects  to  develop  method- 
ologies and  then  allowed  HMO's  to  participate  in  demonstrations. 
Only  a  few  of  the  HMO's  decided  to  participate  in  the  demonstra- 
tions and  many  of  them  have  decided  to  drop  out  of  the  demonstra- 
tion. What  they  effectively  recognize  is  that  they  benefit  from  fa- 
vorable selection  and,  therefore,  they  recognize  that  a  payment 
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system,  which  appropriately  adjusts  for  risk  is  not  in  their  econom- 
ic self-interest. 

I  explained  this  model  to  the  president  of  the  Johns  Hopkins 
Health  Plan  and  she  said,  why  would  I  want  to  do  that,  we  are 
doing  just  fine  under  AAPCC. 

You  want  to  try  to  induce  HMO's  to  participate  in  these  demon- 
strations. 

Chairman  Stark.  Why  would  you  take  an  AIDS  patient — why 
would  you  

Mr.  Anderson.  If  you  can  design  a  payment  system,  which  takes 
into  account  the  expected  cost  of  an  AIDS  patient,  you  would  have 
an  incentive  to  do  so. 

Chairman  Stark.  If  you  weren't  set  up  to  do  it  or  to  treat  mental 
diseases  and  alcohol  and  drug  abuse.  If  you  farmed  that  out  

Mr.  Anderson.  You  do  what  you  can  do  well  and  don't  do  what 
you  can't  do  well. 

When  we  designed  the  prospective  payment  for  hospitals,  one  of 
the  incentives  was  for  hospitals  to  specialize.  Likewise,  we  should 
allow  HMO's  to  specialize  in  things  they  do  well. 

You  want  to  get  more  HMO's  to  participate  in  demonstrations 
and  you  can  use  the  HCFA  proposals  to  do  that,  but  you  give  the 
incentive  to  the  HMO  either  in  terms  of  a  higher  percentage  of  the 
AAPCC  or  a  rebate  to  the  beneficiaries  only  for  those  individuals 
who  participate  in  the  demonstrations.  So  that  would  give  an  in- 
centive for  HMO's  to  participate  in  the  demonstrations,  use 
HCFA's  ideas,  but  for  demonstration  purposes  and  not  as  an  over- 
all payment  adjustment. 

Chairman  Stark.  You  are  confusing  me,  but  that  is  all  right. 

[The  statement  of  Mr.  Anderson  follows:] 
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statement  of  Gerard  F.  Anderson,   Director  Johns  Hopkins 
Center  for  Hospital  Finance  and  Management 

While  I  strongly  support  managed  care  and  HMOs  and  believe 
that  they  should  be  an  option  for  all  Medicare  beneficiaries,  I 
do  not  support  the  Administration's  proposal  to  increase  the 
payment  rate  from  95  to  98  percent  of  the  AAPCC  and  to  pay 
Medicare  beneficiaries  2  percent  of  the  AAPCC  to  join  an  HMO.  I 
have  several  concerns  with  this  proposal: 

o        All  potential  savings  to  the  Medicare  program  from  HMO 

enrollment  would  be  eliminated, 
o        It  would  increase  the  probability  that  healthy  Medicare 

beneficiaries  would  join  HMOs, 
o        It  will  discourage  revision  of  the  current  AAPCC 

methodology  which  is  seriously  flawed, 
o        Enrollment  of  chronically  ill  Medicare  beneficiaries  in 
HMOs  will  continue  to  be  discouraged. 

Instead,  I  propose  that  HCFA  institute  a  demonstration 
program  which  uses  one  or  more  alternative  methods  of  paying 
HMOs. 

Favorable  Selection 

The  empirical  evidence  is  quite  clear  that  HMOs  benefit  from 
favorable  selection  in  the  Medicare  program.  The  most  recent 
evidence,  which  comes  from  HCFA's  own  evaluation  of  the  Medicare 
HMO  demonstrations,  suggests  that  HCFA  paid  between  15  and  3  3 
percent  more  for  beneficiaries  enrolled  under  risk  contracts  than 
would  have  been  paid  for  those  individuals  in  the  f ee-f or-service 
sector. 

Evidence  from  the  private  sector  suggests  that  the  2  percent 
rebate  to  Medicare  beneficiaries  will  increase  favorable 
selection. 

Consequences  for  the  Medicare  Program 

Because  of  favorable  selection,  Medicare  outlays  will 
increase.  Medicare  would  be  paying  HMOs  more  than  f ee-f or-service 
costs  to  care  for  healthy  individuals  while  still  paying  full 
f ee-f or-service  costs  for  treatment  of  sicker  beneficiaries. 
Under  such  a  scenario,  the  AAPCC  would  increase  over  time  as 
would  the  amount  HMOs  would  be  paid  to  care  for  Medicare 
beneficiaries  (i.e.,  95  percent  of  AAPCC)  resulting  in  even 
greater  expenditures  for  the  Medicare  program. 

Consequences  to  Medicare  Beneficiaries 

The  current  AAPCC  methodology  may  create  an  economic 
incentive  for  HMOs  to  discriminate  against  Medicare  beneficiaries 
with  chronic  medical  problems.  The  current  AAPCC  methodology 
does  not  adjust  adequately  for  the  health  status  of  the  Medicare 
beneficiary.  The  economic  incentive,  therefore,  is  not  to  enroll 
a  patient  with  chronic  medical  problems  and  to  encourage  the 
beneficiary  to  disenroll  if  the  chronic  problem  becomes 
expensive. 

Reforms  to  the  Current  AAPCC 

HCFA  and  the  academic  community  have  recognized  the  problems 
with  the  current  AAPCC  methodology  for  several  years.  Most  of 
the  reform  effort  has  focussed  on  revising  the  current  AAPCC 
method,  primarily  by  adding  and  deleting  variables  used  to 
calculate  the  payment  rate.  Proposals  for  new  variables  include 
measures  of  prior  utilization,  self-reported  health  status, 
physiological  risk  factors,  and  clinical  indicators.  Reviews  of 
the  various  options  suggest  that  prior  utilization  is  the  most 
promising  alternative    to  the  AAPCC. 

The  first  published  application  of  a  prior  utilization  model 
used  a  statistical  technique,  cluster  analysis,  to  form  groups  of 
Medicare  beneficiaries  with  similar  expected  future  costs. 

Researchers  at  Boston  University  have  developed  an 
alternative  prior  utilization  model  that  they  have  named 
diagnostic  cost  groups  (DCGs) .  The  DCGs  incorporate  measures  of 
prior  utilization  and  physician  discretion  into  the  current  AAPCC 
method.  The  Payment  Amount  for  Capitated  Systems  (PACS) 
establishes  a  payment  rate  for  an  HMO  based  on  two  factors  -  the 
health  status  of  the  beneficiaries  who  actually  enroll  in  the  HMO 
and  the  input  costs  faced  by  the  HMO.  Health  status  is  measured 
using  a  combination  of  demographic  characteristics  (age  and  sex) , 
disability  status,  and  three  variables  that  together  define  prior 
utilization  —  (1)  the  major  diagnostic  category  (MDC)  associated 
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with  each  hospitalization  in  the  previous  years,  (2)  the 
chronicity  of  each  clinical  disorder  that  resulted  in  a 
hospitalization,  and  (3)  a  patient's  level  of  ambulatory  resource 
use  in  the  base  year. 

Comparison  of  the  Various  Models 

As  part  of  a  HCFA  grant,  we  compared  the  current  AAPCC  model 
with  CRGs,  DCGs,  and  PACs .  Previous  studies  have  identified  a 
number  of  desireable  characteristics  of  a  payment  model: 
predictive  accuracy,  collection  costs,  ability  to  verify  or 
audit,  and  attention  to  provider  and  patient  incentives. 

The  intention  of  the  AAPCC  is  to  predict  the  level  of 
expenditures  a  beneficiary  would  incur  if  he  or  she  remained  in 
the  f ee-f or-service  setting.  In  this  analysis,  we  compared 
projections  derived  from  the  current  AAPCC  method  and  the  three 
prior  utilization  models  to  actual  expenditures  incurred  by 
individuals.  We  also  simulated  HMOs  to  show  how  they  would  pay 
HMOs. 

Comparison  of  Predictive  and  Actual  Expenditures 

The  results  show  that  all  four  models  are  good  predictors  of 
the  actual  mean  expenditures  with  the  DCG  model  predicting 
slightly  lower  expenditures  than  the  other  models.  The  four 
models  ability  to  predict  individual  beneficiaries  expenditures, 
however,  varied  considerably.  The  PACS  model  was  the  best 
predictor,  followed  by  CRGs,  DCGs  and,  finally,  the  AAPCC.  The 
data  also  suggest  that  the  PACS  model  is  the  best  predictor  of 
expenditures  for  individuals  with  specific  characteristics  such 
as  chronic  health  problems. 

The  better  performance  of  the  PACS  method  is  explained  by  a 
number  of  factors.  This  method  explicitly  differentiates  between 
chronic  and  acute  conditions.  It  provides  higher  payments  for  an 
HMO  when  a  beneficiary  has  multiple  admissions  during  the  base 
year  since  multiple  admissions  have  been  found  to  be  an  important 
factor  responsible  for  high  medical  care  costs  in  a  given  year. 
This  method  employs  a  continuous  model  rather  than  a  model  that 
forces  individuals  into  a  small  number  of  discrete  groups  which 
is  advantageous  in  that  allows  payment  rates  to  more  closely 
approximate  actual  expenditures.  Finally,  unlike  the  DCG  and 
AAPCC  methods,  the  part  B  deductible  variable  differentiates 
beneficiaries  who  have  little  or  no  interaction  with  the  medical 
care  system  from  other  beneficiaries.  Since  the  former  group  of 
individuals  is  less  likely  to  use  Medicare  covered  services  in 
the  coming  year,  this  is  an  important  discriminating  variable. 

Implementing  PACS 

The  PACS  methodology  is  relatively  simple  to  administer.  A 
table  could  be  prepared  every  year  which  shows  how  much  an  HMO 
will  be  paid  for  enrolling  beneficiaries  with  various 
characteristics  (Table  1) .  These  payment  weights  could  then  be 
used  to  calculate  a  payment  rate  for  each  beneficiary.  This  model 
also  allows  that  if  a  beneficiary's  status  changes  during  the 
calendar  year  (for  example,  the  beneficiary  is  hospitalized) ,  a 
new  payment  rate  can  be  calculated  for  the  individual.  The  PACS 
model  relies  on  claims  and  demographic  data,  both  of  which  are 
subject  to  audit. 

A  New  Round  of  Demonstrations 

HCFA  has  funded  several  research  projects  to  develop 
alternative  payment  methodologies  and  has  allowed  HMOs  and  has 
allowed  HMOs  to  participate  in  a  demonstration  which  pays  on  the 
basis  of  DCGs.  Unfortunately,  few  HMOs  have  decided  to 
participate  in  the  demonstration  and  most  HMOs  which  did 
participate  have  dropped  out.  Most  of  them  recognize  that  they 
benefit  from  favorable  selection  and  therefore  a  payment  formula 
which  appropriately  adjusts  for  risk  is  not  in  their  economic 
self  interest. 

Next  Steps 

There  are  several  very  attractive  modifications  to  the 
current  AAPCC  which  do  a  better  job  of  adjusting  for  the  health 
status  of  the  Medicare  beneficiaries.  We  need  a  series  of 
demonstrations  which  compare  the  methodologies.  In  order  to 
induce  HMOs  to  participate  in  the  demonstrations,  it  may  be 
necessary  to  increase  payments  to  either  HMOs  or  Medicare 
beneficiaries  who  enroll  in  HMOs.  I  believe  that  both  DCG  and 
PACS  as  well  as  other  payment  options  should  be  tested. 
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Table  1 

PACS  Monthly  Payment  Rate  Determination 

Payment 

Variables  Adjustment 


Base  Rate  55.87 

Years  over  64  5.34 

Female  -37.11 

Ever  Disabled  75.24 

Number  of  Chronic  Admissions  43.14 

Number  of  Sequelae  Admissions  19.47 

>  1  Hospital  Admission  99.11 

1  Hospital  Admission  69.18 

Part  B  >  0  71.00 

MDC  0  -  Miscellaneous  95.10 

MDC  1  -  Nervous  system  95.91 

MDC  3+4  -  ENT  and  Respiratory  168.19 

MDC  5  -  Circulatory  102.52 

MDC  6  -  Digestive  System  84.32 
MDC  7  -  Hepatobilliary  System 

and  Pancreas  7  2.75 
MDC  8  -  Musculoskeletal  System 

and  Connective  Tissue  68.21 
MDC  9  -  Skin,   Subcutaneous  Tissue 

and  Breast  100.44 
MDC  10  -  Endocrine,  Nutritional 

and  Metabolic  Diseases  137.07 

MDC  11  -  Kidney  and  Urinary  Tract  112.75 

MDC  12  -  Male  Reproductive  System  19.3  0 
MDC  13+14+15  -  Female  Reproductive 

System  +  Pregnancy, 

Childbirth  49.46 
MDC  16+17  -  Blood,  Immunological 
Myeloproliferative 

Diseases  162.39 
MDC  18  -  Infectious  and  Parasitic 

Diseases  118.51 
MDC  19+20  -  Mental  Diseases  + 

Alcohol  and  Drug  Use  9  0.70 
MDC  21+22  -  Injuries,  Poisonings, 

Burns  70.50 
MDC  23  -  Factors  Influencing 

Health  Status  55.35 

^         all  coefficients  significant  at  p  <   .001  except  MDC  12 


which  is  significant  p<.05 
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Chairman  Stark.  Mr.  Whitney. 

STATEMENT  OF  EARL  L.  WHITNEY,  F.S.A.,  M.A.A.A.,  CONSULTING 
ACTUARY,  MILLIMAN  &  ROBERTSON,  INC.,  RADNOR,  PA. 

Mr.  Whitney.  Good  morning,  Mr.  Chairman,  and  members  of  the 
committee. 

Thank  you  for  providing  me  with  the  opportunity  to  appear 
before  you  today.  In  the  time  allotted  to  me,  I  would  like  to  discuss 
some  issues  which  have  generally  not  received  much  attention  with 
regard  to  Medicare  risk  contracting. 

My  first  point  regards  improving  the  AAPCC.  I  believe  that  the 
Medicare  program,  risk  contractors,  and  Medicare  beneficiaries 
will  benefit  from  making  the  AAPCC  as  accurate  and  as  stable  as 
possible. 

Improvements  to  the  accuracy  and  stability  of  the  AAPCC  calcu- 
lation can  be  made  through  adjustments  such  as  those  discussed  in 
the  Actuarial  Review  of  AAPCC  Methodology,  which  was  complet- 
ed in  1987  and  subsequently  submitted  to  the  Congress.  Some  of 
the  recommendations  from  this  review  are  listed  in  my  written  tes- 
timony. 

One  of  the  greatest  potential  sources  of  inaccuracy  in  the 
AAPCC  development  is  the  error  in  projecting  the  USPCC.  Projec- 
tion error  can  never  be  totally  eliminated.  However,  its  impact 
could  be  diminished  by  introducing  some  type  of  retroactive  adjust- 
ment feature  to  the  USPCC,  perhaps  through  the  use  of  a  rate  sta- 
bilization mechanism. 

My  second  point  regards  misinterpretation  of  the  demonstration 
contract  experience.  There  are  numerous  studies  which  show  that 
those  enrolling  in  demonstration  HMO's  had  lower  than  average 
costs  in  the  year  before  enrolling  in  the  HMO.  Many  have  inter- 
preted this  to  prove  that  HMO's  do,  and  always  will,  benefit  from 
favorable  selection.  I  do  not  believe  that  this  interpretation  is  cor- 
rect. 

My  own  experience  in  working  with  HMO's  is  that  initial  Medi- 
care HMO  experience  tends  to  differ  from  the  ultimate  level  of  ex- 
perience. This  initial  experience  tends  to  be  more  favorable  than 
average,  but  in  some  instances  has  been  less  favorable  than  aver- 
age. The  magnitude  and  the  permanence  of  the  variation  from  av- 
erage and  the  extent  to  which  this  variation  is  due  to  selection, 
however,  are  still  in  question 

My  experience  with  non-Medicare  health  insurance  programs  is 
similar.  Therefore,  the  existence  of  selection  in  the  early  years  of  a 
Medicare  risk  contract  is  no  surprise,  but  neither  is  it  cause  for 
alarm.  The  impact  of  initial  favorable  selection  in  most  health  in- 
surance programs  appears  to  wear  off  within  a  couple  of  years  and 
may  actually  reverse.  This  is  significant  in  that  all  of  the  studies 
performed  to  date  have  reviewed  only  the  first  year  or  so  under 
risk  contracting. 

If  it  is  determined  through  further  study  that  the  effects  of  selec- 
tion are  long  term,  then  the  use  of  a  health  status  adjuster,  such  as 
DCG's,  may  improve  the  AAPCC.  Therefore,  HCFA  should  contin- 
ue to  study  the  impact  of  a  DCG-based  AAPCC  on  risk  contract  re- 
imbursement. 
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My  third  point  regards  problems  with  the  adjusted  community 
rate  [ACR]  process.  The  ACR  process  is  significantly  flawed  and 
can  result  in  serious  adverse  financial  consequences  to  risk  contrac- 
tors which  accept  it  as  an  appropriate  rating  methodology. 

Using  the  ACR  process  for  rating  purposes  can  produce  serious 
adverse  financial  results  for  an  HMO.  Therefore,  I  always  recom- 
mend that  a  realistic  estimate  of  projected  costs  for  an  HMO's 
Medicare  members  be  developed  independent  of  HCFA  ACR  re- 
quirements. The  realistic  estimate  of  projected  Medicare  costs 
under  a  risk  program  should  be  developed  using  target  utilization 
and  cost  assumptions  which  are  appropriate  for  that  particular 
HMO. 

I  believe  that  the  ACR  could  be  significantly  enhanced  by  allow- 
ing judgment  in  the  process.  Alternatively,  the  ACR  could  be  elimi- 
nated, relying  upon  market  competition  to  protect  the  beneficiary. 
Under  this  alternative,  HCFA  might  still  require  filing  of  a  realis- 
tic estimate  of  projected  costs  by  all  prospective  risk  contractors. 

My  final  point  regards  the  hidden  value  of  risk  contracting.  I  be- 
lieve that  the  Medicare  risk  contracting  program  has  value  beyond 
the  savings  expected  to  result  from  beneficiaries  enrolling  in 
HMO's. 

One  way  in  which  Medicare  can  benefit  from  the  risk  contracting 
program  is  to  apply  cost  containment  techniques  used  by  HMO's  to 
the  broader  Medicare  population.  For  example,  bundling  of  serv- 
ices, utilization  review  techniques,  innovative  delivery  of  certain 
services,  case  management  of  beneficiaries  with  certain  conditions, 
and  selective  contracting. 

In  areas  where  HMO's  achieve  a  significant  market  penetration, 
there  is  also  likely  to  be  a  spillover  effect  of  managed  care  prac- 
tices to  fee-for-service  patients.  To  the  extent  that  a  spillover  of 
physician  practice  patterns  occurs.  Medicare  could  expect  to  benefit 
from  lower  fee-for-service  expenditures. 

In  conclusion,  the  major  points  which  I  have  made  are  as  follows. 
One,  the  Medicare  program,  risk  contractors,  and  Medicare  benefi- 
ciaries will  benefit  from  making  the  AAPCC  as  accurate  and  as 
stable  as  possible.  Two,  to  the  extent  that  it  exists,  favorable  selec- 
tion may  not  be  as  much  of  a  problem  as  many  have  concluded 
from  studies  of  demonstration  experience.  Three,  the  current  ad- 
justed community  rate  process  is  significantly  flawed.  Four,  the 
risk  contract  program  has  hidden  value  to  Medicare. 

Mr.  Chairman,  this  concludes  my  prepared  testimony  on  this  im- 
portant topic.  I  look  forward  to  answering  any  questions  which  you 
or  other  member  of  the  committee  might  have. 

Thank  you  for  inviting  me  to  appear  before  you  today. 

[The  statement  of  Mr.  Whitney  follows:] 
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TESTIMONY  OF  EARL  L.  WHITNEY,  RADNOR,  PA 


Introduction 

Good  morning,  Mr.  Chairman  and  members  of  the  committee.  Thank  you  for  providing 
me  with  the  opportunity  to  appear  before  you  today  to  discuss  the  payment  of  Health 
Maintenance  Organizations  by  the  Medicare  program. 

My  name  is  Earl  L.  Whitney.  I  am  a  consulting  actuary  with  the  Philadelphia  practice  of 
Milliman  &  Robertson,  Inc.  I  am  a  Fellow  of  the  Society  of  Actuaries  and  a  Member  of 
the  American  Academy  of  Actuaries. 

Since  TEFRA  risk  contracting  began  in  1985,  I  have  worked  with  HMOs  in  over  45  sites  in 
25  states  and  the  District  of  Columbia  to  evaluate  potential  and  existing  Medicare  risk 
contracting  programs.  Because  of  the  substantial  price  discounts  and  utilization 
reductions  which  are  generally  required  in  order  for  risk  contracting  to  be  a  success,  the 
majority  of  these  organizations  do  not  currently  contract  on  a  risk  basis  with  Medicare. 
Others,  however,  have  contracted  successfully  on  a  risk  basis  with  Medicare.  In  addition 
to  this  direct  experience  with  evaluating  risk  contract  feasibility  and  reviewing  risk 
contract  experience,  I  am  co-author  PXthe  Milliman  &  Robertson,  Inc.  report  "Actuarial 
Review  of  the  AAPCC  Methodology^^"  which  was  completed  in  1987  and  subsequently 
submitted  to  the  Congress. 

I  am  not  here  to  state  an  opinion  on  what  I  consider  to  be  the  appropriate  percentage  of 
the  AAPCC  to  be  paid  to  contracting  organizations.  Rather,  I  would  like  to  discuss  some 
issues  which  have  generally  not  received  much  attention  with  regard  to  Medicare  risk 
contracting;  such  as  methods  to  improve  the  AAPCC,  the  misinterpretation  of  numerous 
studies  of  Medicare  risk  contract  demonstration  experience,  the  serious  flaws  in  the  ACR 
process,  and  the  hidden  value  of  the  risk  contracting  program  to  Medicare. 

Throughout  my  discussion  1  will  use  the  term  HMOs  to  refer  to  all  potential  Medicare  risk 
contractors,  including  both  HMOs  and  CMPs. 

The  AAPCC 

The  Adjusted  Average  Per  Capita  Cost  (AAPCC)  is  the  basis  upon  which  risk  contractors 
are  paid  by  HCFA  for  their  Medicare  enroUees.  The  AAPCC  is  multiplied  by  95%  and 
adjusted  to  reflect  the  demographics  of  an  HMO's  Medicare  enrollees  to  obtain  an 
Average  Payment  Rate  (APR)  for  that  HMO.  The  APR  is  intended  to  represent  95%  of 
an  estimate  of  what  Medicare  would  have  paid  for  those  HMO  enrollees  had  they  not 
become  members  of  the  HMO. 

The  mechanics  involved  in  developing  the  AAPCC  are  complex,  but  the  concept  is 
relatively  simple.  The  process  begins  with  a  projected  national  average  monthly 
Medicare  reimbursement  per  enroUee  (i.e.,  the  USPCC).  Adjustments  to  this  amount  are 
made  to  reflect  geographic  area  differences  in  reimbursement  per  enroUee  which  are  not 
the  result  of  demographics.  A  further  adjustment  is  made  to  remove  the  impact  of  HMO 
enrollment  and  HMO  reimbursement  on  the  local  average  monthly  reimbursement  per 
enrollee.  The  result  of  this  process  is  a  set  of  AAPCCs  for  each  county  in  the  United 
States.  Separate  AAPCCs  are  calculated  for  Part  A  and  Part  B,  and  for  Aged  and 
Disabled  Medicare  enrollees.  AAPCCs  for  ESRD  enrollees  are  calculated  by  state, 
separately  for  Part  A  and  Part  B. 

Improving  the  AAPCC 

I  believe  that  the  Medicare  program,  risk  contractors,  and  Medicare  beneficiaries  will 
benefit  from  making  the  AAPCC  as  accurate  and  as  stable  as  possible. 

Improvements  to  the  accuracy  and  stability  of  the  AAPCC  calculation  can  be  made 
through  adjustments  such  as  those  discussed  in  the  actuarial  review  noted  above.  Some 
of  the  recommendations  from  this  review  are: 

Change  the  5-year  average  geographic  adjustment  to  a  4-of-6  year  average  (dropping 
the  high  and  low  of  the  6  values)  or  to  one  of  the  other  techniques  suggested  in  the 
actuarial  review. 

Adjust  the  demographic  factors  for  variation  in  the  health  status  of  the  Medicaid 
and  institutional  populations  by  state. 

Correct  for  the  fact  that  few  HMO  members  become  Medically  Indigent  because  of 
high  HMO  benefits.  This  may  require  the  development  of  a  second  set  of 
demographic  factors  for  use  in  the  development  of  the  Average  Payment  Rate 
(APR). 
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Normalize  each  of  the  geographic  indices  included  in  the  geographic  adjustment  by 
the  appropriate  average  demographic  factor  before  averaging. 

Standardize  the  national  average  demographic  factor  to  be  1.00  (for  purposes  of 
understanding). 

•  Correct  the  apparent  inconsistencies  in  the  current  demographic  factors. 

Create  a  separate  working  aged  rate  cell  in  order  to  properly  reflect  the  cost  of 
HMO  members  who  are  working  aged.  Failure  to  do  this  results  in  a  significant 
unwarranted  reduction  in  payment  to  HiVIOs. 

•  Remove  the  effect  of  certain  high-cost  infrequent  procedures,  such  as  heart 
transplantation,  from  the  AAPCC. 

Adjust  for  the  use  of  Veterans  Administration  hospitals  by  Medicare  beneficiaries. 

To  my  knowledge,  little  has  been  done  to  evaluate  the  impact  of  these  items  on  AAPCC- 
based  reimbursement. 

One  of  the  largest  potential  sources  of  error  in  the  AAPCC  development  is  projection 
error  in  developing  the  USPCC.  Because  of  the  uncertainty  regarding  reimbursement 
trend  rates  and  the  impact  of  new  regulations,  projection  error  will  always  be  present. 

To  diminish  the  impact  of  projection  error  I  recommend  the  use  of  some  type  of 
retroactive  adjustment  feature  on  the  USPCC.  Such  an  adjustment  could  be  established 
through  a  rate  stabilization  mechanism.  Under  this  approach,  the  dollar  amount  of  any 
projection  error  would  be  calculated  each  year  and  added  to  or  subtracted  from  the 
stabilization  fund.  Some  percentage  of  the  fund  balance  each  year,  then,  would  be  used 
to  increase  or  decrease  the  USPCC.  This  process  could  be  performed  on  an  HMO- 
specific  basis  or  on  an  aggregate  basis. 

Misinterpretation  of  Demonstration  Contract  Experience 

There  are  numerous  studies  reviewing  Medicare  demonstration  contract  experience  which 
show  that  those  enrolling  in  demonstration  HMOs  had  lower  than  average  costs  in  the 
year  before  enrolling  in  the  HMO.  Many  have  interpreted  this  to  prove  that  HMOs  are 
benefiting  from  favorable  selection  and  that  the  AAPCC  should  be  adjusted  to  reflect 
this.  I  do  not  believe  that  the  AAPCC  should  be  adjusted  based  on  the  results  of  these 
studies. 

Generally,  these  studies  have  ignored  the  effect  of  the  regression  toward  the  mean 
phenomenon.  Studies  on  this  phenomenon,  performed  by  W.P.  Welch'  '  ^  '  and 
James  C.  Beebe^  indicate  that  the  select  nature  (favorable  or  unfavorable)  of  a 
subpopulation  of  enrollees  tends  to  wear  off  over  time. 

I  believe  that  care  should  be  taken  in  extending  the  conclusions  of  demonstration-based 
studies  to  TEFRA  risk  contracts  in  general.  A  recent  study  by  Mathematica  Policy 
Research^  '  concludes  its  review  of  Medicare  demonstration  HMOs  by  stating  "However, 
the  demonstration  HMOs  and  CMPs  are  not  representative  of  the  HMO  industry  or  of 
TEFRA  risk  contract  HMOs  in  a  number  of  ways  and,  consequently,  [the  results  of  this 
study]  may  not  be  fully  generalizable  to  the  current  TEFRA  program."  I  agree  with  this 
and  I  caution  against  concluding  too  much  about  HMO  selection  from  these  studies. 

My  own  experience  in  working  with  HMOs  is  that  initial  Medicare  HMO  experience  tends 
to  differ  from  the  ultimate  level  of  experience.  This  initial  experience  tends  to  be  more 
favorable  than  average,  but  in  some  instances  has  been  less  favorable  than  average.  The 
magnitude  and  the  permanence  of  the  variation  from  average,  however,  are  still  in 
question.  These  generally  cannot  be  derived  from  existing  analyses  of  demonstration 
contract  experience. 

I  would  note  that  my  experience  with  non-Medicare  HMO  programs  and  some  new 
products  developed  by  other  health  insurers  is  that  initial  experience  tends  to  be 
relatively  select  (more  favorable  than  average).  Therefore,  the  existence  of  selection  in 
the  early  years  of  a  Medicare  risk  contract  is  no  surprise,  but  neither  is  it  cause  for 
alarm.  The  impact  of  initial  favorable  selection  in  most  health  insurance  programs 
appears  to  wear  off  within  a  couple  of  years  and  may  actually  reverse,  resulting  in 
adverse  selection  later  in  the  program.  This  is  significant  in  that  all  of  the  studies 
performed  to  date  have  reviewed  only  the  first  year  or  so  under  risk  contracting. 
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The  regression  toward  the  mean  phenomenon  in  an  HMO  could  be  studied  by  examining 
the  claims  experience  of  HMO  enrollees  over  a  period  of  several  years  by  cohort,  based 
on  year  of  enrollment.  The  results  of  this  study  could  be  combined  with  that  of  other 
studies  to  determine  the  impact  of  any  initial  selection  (favorable  or  unfavorable)  over 
time. 

If  it  is  determined  through  further  study  that  the  effects  of  selection  are  long  term,  then 
the  use  of  a  health  status  adjuster,  such  as  DCGs,  may  improve  the  AAPCC.  Therefore, 
HCFA  should  continue  to  study  the  impact  of  a  DCG-based  AAPCC  on  risk  contract 
reimbursement.  It  may  not  be  necessary  to  establish  additional  active  demonstrations 
for  this  purpose.  Passive  demonstrations,  where  the  data  are  gathered  from  an  HMO  and 
studied  without  actually  paying  a  DCG-based  AAPCC,  might  suffice. 

Problems  with  the  ACR  Process 

The  Adjusted  Community  Rate  (ACR)  process  is  significantly  flawed  and  can  result  in 
serious  adverse  financial  consequences  to  risk  contractors  which  accept  it  as  an 
appropriate  rating  methodology. 

According  to  "Medicare  TEFRA  Risk  Contracting:  A  Study  of  the  Adjusted  Community 
Rate  (ACR)^  the  major  goals  of  the  ACR  are  1)  to  constrain  Medicare  profit  per 
enroUee  in  TEFRA  HMOs  so  as  not  to  exceed  profit  rates  reflected  in  their  commercial 
premiums,  and  2)  to  distribute  revenue  from  excessive  Medicare  profit  rates  by  passing 
them  on  to  beneficiaries  in  the  form  of  lower  premiums,  enhanced  benefits,  or  returning 
the  excess  to  the  government. 

HCFA  has  created  the  ACR  development  process  with  the  purpose  of  meeting  these  goals 
with  a  single  set  of  rules  for  all  HMOs  in  the  United  States.  These  rules  have  necessarily 
become  restrictive  to  HMOs  developing  ACRs  in  order  for  HCFA  to  regulate  such  a  large 
number  of  organizations.  Unfortunately,  a  number  of  HMOs  have  used  these  ACRs  for 
developing  rates  and  for  budgetary  planning  purposes,  practices  which  can  be 
substantially  misleading. 

The  rating  of  any  health  insurance  product  is  necessarily  a  combination  of  science  and 
art.  The  ACR  leaves  no  room  for  judgement  and,  therefore,  is  not  a  sound  rating 
methodology. 

Used  blindly,  the  ACR  process  can  produce  serious  adverse  financial  results  for  an  HMO 
which  may  not  be  recognized  until  12  to  18  months  later.  Therefore,  I  always 
recommend  that  a  realistic  estimate  of  projected  costs  for  an  HMO's  Medicare  members 
be  developed  independent  of  HCFA  ACR  requirements.  The  realistic  estimate  of 
projected  Medicare  costs  under  a  risk  program  should  be  developed  using  target 
utilization  and  cost  assumptions  which  are  appropriate  for  that  particular  HMO. 

More  information  on  the  realistic  estimate  of  projected  costs  and  fjeasibility  analysis  for 
risk  contracting  HMOs  can  be  found  in  "Medicare's  Risky  Business  ^  This  source  also 
provides  a  more  detailed  technical  description  of  the  AAPCC. 

I  believe  that  the  current  ACR  process  could  be  significantly  enhanced  by  allowing 
judgement  in  the  process.  Given  that  HCFA  reviewers  now  have  experience  reviewing 
HMO  claims  experience,  this  may  be  a  reasonable  alternative  to  current  practices. 
Alternatively,  the  ACR  could  be  eliminated,  relying  upon  market  competition  to  protect 
the  beneficiary.  Under  this  alternative,  HCFA  might  still  require  filing  of  a  realistic 
estimate  of  projected  costs  by  all  prospective  risk  contractors. 

The  Hidden  Value  of  Risk  Contracting 

I  believe  that  the  Medicare  risk  contracting  program  has  value  beyond  the  savings 
expected  to  result  from  beneficiaries  enrolling  in  HMOs. 

One  way  in  which  Medicare  can  benefit  from  the  risk  contracting  program  is  to  apply 
cost  containment  techniques  used  by  HMOs  to  the  broader  Medicare  population. 
Examples  of  such  techniques  currently  being  used  by  a  number  of  HMOs  are  the 
following: 

•  Bundling  of  unbundled  services. 

•  Utilization  review  techniques  and  determining  the  conditions  under  which  they  are 
cost  effective. 

•  Innovative  delivery  of  certain  services  (e.g.,  procedures  such  as  lithotripsy,  MRI  and 
other  scans,  mammography  screening). 


61 


Case  management  of  certain  services  (e.g.,  cancer  therapy,  mental  health  services). 

•  Selective  contracting  (e.g.,  lab  services). 

In  addition,  HCFA  might  be  able  to  study  the  impact  of  benefit  design  changes  on  the 
utilization  and  cost  of  services.  In  other  words,  an  HMO  may  already  exist  with  the 
proposed  benefits;  if  so,  review  of  that  HMO's  experience  could  provide  valuable 
information  for  use  in  estimating  the  impact  of  the  benefit  change  for  the  Medicare 
program. 

In  areas  where  HMOs  achieve  a  significant  penetration,  there  is  likely  to  be  a  spillover 
effect  of  managed  care  practices  to  fee-for-service  patients.  A  similar  spillover  appears 
to  have  occurred  as  a  result  of  Medicare's  Prospective  Payment  System.  Since  DRGs 
were  implemented,  inpatient  hospital  utilization  for  both  the  Medicare  and  non-Medicare 
populations  has  declined  substantially.  To  the  extent  that  a  spillover  of  physician 
practice  patterns  occurs.  Medicare  could  expect  to  benefit  from  lower  fee-for-service 
expenditures. 

Conclusion 

In  conclusion,  the  major  points  which  I  have  made  are  as  follows: 

The  Medicare  program,  risk  contractors,  and  Medicare  beneficiaries  will  benefit 
from  making  the  AAPCC  as  accurate  and  as  stable  as  possible. 

•  The  results  of  numerous  studies  which  have  been  performed  on  selection  in  Medicare 
risk  contract  demonstrations  have  been  widely  misinterpreted.  Selection  may  not  be 
as  much  of  &  problem  as  many  have  concluded  from  these  studies.  More  study  will 
be  needed  to  produce  concrete  conclusions  in  this  area. 

•  The  current  Adjusted  Community  Rate  process  is  significantly  flawed  and  can  result 
in  serious  adverse  financial  consequences  to  risk  contractors  which  accept  it  as  an 
appropriate  rating  methodology. 

•  The  Medicare  risk  contracting  program  has  value  beyond  the  savings  expected  to 
result  from  beneficiaries  enrolling  in  HMOs. 

Mr.  Chairman,  this  concludes  my  prepared  testimony  on  this  important  topic.  However,  I 
would  be  happy  to  answer  any  questions  which  you  or  other  members  of  the  Committee 
might  have. 

Thank  you  for  inviting  me  to  appear  before  you  today. 
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Chairman  Stark.  Mr.  Whitney,  you  just  touched  on  one  of  my 
favorite  themes.  Give  me  some  examples  of  how  market  competi- 
tion could  protect  a  mother  from  making  an  improper  choice  in  se- 
lecting an  HMO.  Where  is  your  home;  Pennsylvania? 

Mr.  Whitney.  Yes,  sir. 

Chairman  Stark.  Do  you  have  any  HMO's? 

Mr.  Whitney.  Yes,  sir,  U.S.  Health  Care,  Delaware  Valley  HMO, 
Keystone  Health  Plan  East. 
Chairman  Stark.  What  do  you  know  about  this? 
Mr.  Whitney.  Generally  

Chairman  Stark.  Can  you  tell  me  in  any  of  them  what  the  ratio 
of  physicians  to  subscribers  is? 
Mr.  Whitney.  No,  I  can't. 

Chairman  Stark.  Could  you  tell  me  how  many  beds  they  own 
and  operate  as  opposed  to  going  to  local  hospitals  which  don't  own 
any  beds? 

Mr.  Whitney.  I  don't  think  they  own  and  operate  any  beds. 

Chairman  Stark.  Do  you  think  it  is  better  to  own  and  operate 
them  or  to  contract  out? 

Mr.  Whitney.  I  don't  have  an  opinion  on  that. 

Chairman  Stark.  Do  you  know  which  of  those  HMO's  owns  a 
CAT  scaner  or  MRI  machine  or  which  ones  contract  out? 

Mr.  Whitney.  I  don't  know. 

Chairman  Stark.  Would  you  know  if  any  one  of  the  three  of 
them  routinely  require  that  their  specialists  be  board  certified? 
Mr.  Whitney.  No,  I  don't. 

Chairman  Stark.  What  I  think  I  am  trying  to  say  to  you  a  piece 
at  a  time  is  that,  as  expert  as  you  are,  and  as  expert  as  I  might  be 
just  from  listening  to  testimony  for  the  last  6V2  years,  we  don't 
have  any  idea  how  to  select  an  HMO.  We  wouldn't  know  what  to 
look  for. 

Mr.  Whitney.  We  would  probably  look  for  price  and  benefits. 

Chairman  Stark.  Where  do  you  get  your  health  insurance? 

Mr.  Whitney.  It  is  with  Blue  Cross  of  Washington  and  Alaska. 

Chairman  Stark.  Blue  Cross.  Are  you  married? 

Mr.  Whitney.  Yes,  sir. 

Chairman  Stark.  Do  you  have  children? 

Mr.  Whitney.  Yes,  sir. 

Chairman  Stark.  Do  you  have  high  or  low  option? 
Mr.  Whitney.  Low  option. 

Chairman  Stark.  Do  you  know  how  much  that  pays  for  a  hospi- 
tal? Do  you  have  a  hospital?  Do  you  know  what  percentage  of  the 
hospital  bill  it  pays  and  whether  it  gives  you  a  private  or  semipri- 
vate? 

Mr.  Whitney.  A  semiprivate  room,  80  percent  of  the  cost. 
Chairman  Stark.  Do  you  have  to  have  preapproval? 
Mr.  Whitney.  To  my  knowledge,  no. 

Chairman  Stark.  Is  there  a  cap  for  your  out-of-pocket  expenses 
each  year? 
Mr.  Whitney.  Yes,  sir. 
Chairman  Stark.  How  much? 
Mr.  Whitney.  $1,000  or  $2,000. 
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Chairman  Stark.  To  some  people  that  is  a  $1,000  difference. 
What  I  am  after  is  that  most  of  us  don't  have  your  knowledge,  as 
sketchy  as  it  can  be.  Do  you  know  what  the  maximum  payment  is? 

Mr.  Whitney.  Under  my  plan,  it  is  $1  million. 

Chairman  Stark.  Most  people  don't  know  that.  I  can't  remem- 
ber. I  guess  what  I  am  suggesting  to  you  is  that  consumers  really 
aren't  competent  to  select  a  plan.  That  is  why  we  are  so  dependent 
on  the  delivery  system. 

Most  of  us  don't  need  it.  We  don't  really  focus  on  it  until  some- 
body in  our  family  gets  sick.  I  say  let  the  marketplace  decide.  If 
your  doctor  tells  you  to  go  do  something,  don't  you  do  it? 

Mr.  Whitney.  Yes,  sir. 

Chairman  Stark.  Did  you  sit  down  and  run  out  a  budget  of  cost 
benefits? 

Mr.  Whitney.  Regarding  my  testimony  about  the  ACR,  the  point 
was  that  the  ACR  has  not  served  a  regulatory  purpose  that  it  was 
intended  to  serve.  You  can  pretty  much  get  anything  you  want  ap- 
proved through  an  ACR.  The  reason  I  think  we  have  these  prob- 
lems is  that  in  order  to  develop  a  system  to  regulate  an  entire  body 
of  HMO's,  which  are  so  diverse  that  you  need  to  either  come  up 
with  a  system  that  is  so  restricted  that  you  are  not  going  to  have 
anyone  participating  because  no  one  can  meet  your  guidelines  or 
you  have  to  have  something  that  is  so  subject  to  manipulation  that 
anybody  can  qualify. 

It  is  very  difficult  to  hit  a  middle  ground  and  I  think  the  ACR, 
while  the  purpose  that  it  was  intended  to  achieve  is  noble,  it  basi- 
cally has  failed  in  that  regard. 

The  ACR,  as  it  is  currently  structured,  does  not  achieve  the  pur- 
pose for  which  it  was  originally  intended.  The  only  way  I  think 
that  it  could  possibly  achieve  its  objective  is  by  using  some  kind  of 
judgment  in  the  process  and  having  a  very  well  educated  reviewer 
to  go  through  the  process  and  say  whether  or  not  the  ACR  looks 
reasonable. 

If  you  can't  do  that,  I  would  say  it  serves  no  useful  purpose  and 
maybe  you  should  just  get  rid  of  it. 

Chairman  Stark.  That  is  an  alternative  the  staff  has  suggested. 
The  real  problem  may  be  that  with  respect  to  the  payment  system; 
it  is  inexpensive  to  administer  and  is  cost-effective  and  may  be 
more  cost-effective  than  HMO's. 

In  other  words,  we  are  beginning  to  find,  at  least  with  the  hospi- 
tals, that  all  this  ratcheting  down  is  beginning  to  save  some  money. 
We  have  yet  to  see  what  physician  reimbursement  does,  but  say 
that  system  works  as  well  as  hospital  cost  containment  and  we  end 
up  with  only  a  5-percent  increase  in  physician  services  after  it  is  in 
effect.  Maybe  we  ought  to  stay  with  what  we  are  doing.  I  used  to 
argue  with  Bush  about  this  all  the  time.  What  is  this  headlong 
rush  into  HMO's  when  the  ones  we  have  had  the  most  trouble  with 
are  the  ones  that  some  quick-buck  artist  has  tried  to  gin  up. 

I  suspect  this  is  the  area  where  you  are  going  to  find  the  improp- 
er screening  and  the  subtle  adverse  selection.  Those  are  my  in- 
stincts. 

You  two  have  different  payment  systems.  Can  you  each  summa- 
rize the  other's  or  can  you  summarize  for  me  the  real  quick  com- 
parison between  the  DCG  model  and  the  PACS  model? 
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Dr.  Anderson,  what  do  you  think  about  the  DCG  model? 

Mr.  Anderson.  I  think  it  is  a  fine  model.  It  basically  incorpo- 
rates prior  utilization  and  puts  everybody  into  eight  categories. 
PACS  puts  people  into  more  categories  and  makes  more  decisions 
for  chronic  illness. 

Chairman  Stark.  Dr.  Ash,  what  does  the  PACS  model  do? 

Ms.  Ash.  The  PACS  model  was  developed  after  the  DCG  model. 
It  incorporates  many  different  aspects  of  adjusting  the  payment 
system  which  we  did  not  even  consider. 

Chairman  Stark.  Is  it  a  refinement  of  the  DCG  model? 

Ms.  Ash.  No;  there  are  specific  philosophical  differences  about 
the  way  in  which  each  attempts  to  protect  the  system  from  intro- 
ducing perverse  incentives.  The  concept  of  perverse  incentives  is 
straightforward.  If  you  pay  more  next  year  for  more  services 
having  been  given  last  year,  then  there  will  be  some  services  which 
might  not  have  otherwise  been  provided,  which  will  be  provided  for 
the  purpose  of  increasing  reimbursement. 

Each  of  us  have  attempted  to  use  clinician  input  to  try  to  identi- 
fy and  deal  with  this  problem  of  perverse  incentives.  We  have 
lively  debates  about  which  one  has  done  it  better. 

Chairman  Stark.  If  according  to  what  I  have  heard,  adjustments 
for  age,  sex,  welfare  and  disability  account  for  less  than  1  percent 
of  the  variation,  why  do  we  make  those  adjustments  at  all? 

It  seems  to  me  administration  costs  more  than  the  percent  of  fig- 
uring them  all  out. 

Ms.  Ash.  It  is  important  to  understand  the  limitations  of  the  way 
we  measure  how  useful  the  payment  system  is.  One  percent  is  a 
technical  thing,  not  referring  to  anything  like  one  percent  of  costs. 

Chairman  Stark.  What  does  it  refer  to? 

Ms.  Ash.  This  would  require  a  lecture  in  statistics.  It  relates  to 
the  R-squared,  a  measure  of  how  much  closer  to  the  specific  costs 
of  individuals  in  a  given  year  we  are  able  to  come  with  the  model 
than  we  would  come  by  just  giving  the  average  payment  to  abso- 
lutely everybody. 

The  truth  is  we  do  not  need  a  model  with  a  large  R-squared  to 
have  a  model  which  goes  a  long  way  towards  protecting  the  system 
against  bias.  Both  Dr.  Anderson's  model  and  mine  go  a  long  way 
towards  protecting  the  system  against  bias. 

In  other  words,  I  don't  have  to  be  able  to  tell  you  that  Mr.  Jones 
will  cost  zero  dollars  next  year  and  that  Mrs.  Smith  will  cost  you 
$2,000.  If  I  take  a  group  of  people  like  Mr.  Jones  and  Mrs.  Smith 
and  on  average  I  am  right,  I  have  done  the  job  that  my  payment 
system  needs  to  do. 

No  payment  system  will  have  its  R-squared  anything  like  30  or 
40  percent.  The  current  models  have  R-squareds  around  10  percent. 
Simulations  show  that  we  do  a  lot  better  job  of  pricing  subgroups  of 
sick  people  and  paying  the  extra  amount  that  you  need  to  give  to 
be  able  to  treat  those  people  properly. 

Chairman  Stark.  Suppose  I  agree  with  you  and  say  let's  have 
DCG's,  how  long  would  it  take  me  to  put  that  into  effect? 

Ms.  Ash.  It  is  ready. 

Chairman  Stark.  All  you  have  to  do  is  say  let's  do  it.  HCFA  can 
do  that;  it  doesn't  have  a  10  year  lead  time  to  do  more  research? 
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Ms.  Ash.  You  can  always  do  more  research.  It  can  always  be 
operationalized.  You  should  talk  specifically  to  HCFA  about  it,  but 
it  is  ready. 

Chairman  Stark.  Is  the  PACS  system  ready  to  go? 
Mr.  Anderson.  Yes. 
Chairman  Stark.  Thank  you. 

I  am  comfortably  confused  but  let  me  ask  you  this.  Who  would 
vote  to  kick  the  fee  if  I  don't  pass  DCG  or  PACS  this  year?  Who 
would  say  I  should  go  to  100  percent  and  who  would  say  I  should 
stay  at  93  percent? 

Ms.  Ash.  I  think  you  need  to  hold  onto  some  incentive,  such  as 
increasing  the  payment  percentage  to  HMO's,  to  move  then  to  an 
alternative  payment  system. 

Chairman  Stark.  So  I  ought  to  go  to  90  percent? 

Ms.  Ash.  Ninety-five  or  something  like  that  is  OK  for  now.  The 
only  reason  to  go  to  a  higher  payment  is  to  get  HMO's  to  partici- 
pate in  a  health-status-adjusted  payment  formula. 

Chairman  Stark.  Mr.  Whitney. 

Mr.  Whitney.  If  you  are  going  to  give  away  5  percent,  then  you 
should  expect  to  get  at  least  that  much  in  return  through  other 
mechanisms. 

A  couple  of  things  that  I  talked  about,  the  hidden  value  of 
HMO's  and  how  they  affect  the  delivery  system  should  be  re- 
viewed. 

Chairman  Stark.  If  I  pay  5  percent  more,  I  have  to  take  it  out  of 
other  hospitals. 

Mr.  Whitney.  If  you  can  determine  that  now,  or  long  term,  there 
are  returns  to  Medicare  that  would  exceed  what  you  would  be  ex- 
pected to  be  paying  to  the  industry,  I  would  say  you  could  justify 
the  5  percent. 

Chairman  Stark.  Dr.  Ash. 

Ms.  Ash.  It  doesn't  make  sense  to  pay  100  percent  of  the  current 
formula.  If  a  new  formula  such  as  the  DCG  were  used  and  there 
were  no  increase  in  the  percentage  payment,  you  would  squeeze  a 
lot  of  plans  and  you  would  introduce  a  lot  of  disruption. 

It  is  reasonable  to  increase  the  percentage  at  the  same  time  that 
you  change  the  payment  formula. 

Chairman  Stark.  Thank  you  and  I  will  look  forward  to  your  con- 
tinued advise  in  this  matter. 

Our  last  panel  consists  of  Jan  Malcolm,  representing  the  Group 
Health  Association  of  America;  and  Jack  Massimino,  vice  president 
for  corporate  development  and  government  affairs  of  FHP,  Inc., 
representing  the  American  Managed  Care  and  Review  Association. 

Welcome  to  the  subcommittee.  I  apologize  for  our  erratic  sched- 
ule today. 

STATEMENT  OF  JAN  MALCOLM,  VICE  CHAIRMAN,  GOVERNMENT 
AFFAIRS  COUNCIL,  GROUP  HEALTH  ASSOCIATION  OF  AMER- 
ICA, INC.,  AND  VICE  PRESIDENT,  PARTNERS  NATIONAL 
HEALTH  PLANS 

Ms.  Malcolm.  Thank  you,  Mr.  Chairman.  We  do  appreciate  your 
taking  the  extra  time  to  allow  the  testimony  to  go  on. 
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My  name  is  Jan  Malcolm  and  I  am  a  vice  president  for  Partners 
National  Health  Plans. 

Partners,  now  fully  owned  by  Aetna,  owns  or  manages  33  HMO's 
and  has  over  100  PPO  networks  with  a  total  enrollment  approach- 
ing 3  million  people.  Partners  is  a  Medicare  risk  contractor  in  Cali- 
fornia and  Minnesota  and  we  have  Medicare  cost  contracts  in  New 
Jersey  and  Washington,  D.C. 

I  am  here  today  on  behalf  of  the  Group  Health  Association  of 
America,  Inc.  [GHAA].  GHAA  is  the  Nation's  oldest  and  largest 
trade  association  for  the  health  maintenance  organization  industry. 
GHAA's  members  enroll  75  percent  of  the  34.7  million  people  who 
are  members  of  the  country's  591  HMO's. 

Let  me  first  allay  your  fears  that  I  have  no  intention  of  wading 
you  through  the  5-pound  document.  I  briefly  thought  about  reading 
every  10th  page,  but  thought  that  might  lack  for  continuity. 

Chairman  Stark.  That  may  be  as  accurate  an  assessment  as 
what  we  are  finding  out  from  HCFA  these  days. 

Ms.  Malcolm.  I  thank  you  for  the  opportunity  to  submit  the 
lengthy  statement  for  the  record.  It  is  a  thorough  analysis  of  com- 
plex and  technical  and  important  issues  that  have  been  raised  in 
testimony  so  far  here  today. 

My  summary  statement  also  bears  little  resemblance  to  its  origi- 
nal form.  I  have  been  busy  with  my  red  pen  this  morning  listening 
to  the  other  testimony.  Perhaps  I  can  give  you  real-life  examples  of 
some  of  the  phenomena  that  you  have  heard  described. 

You  are  aware  that  as  a  result  of  the  payment  anomalies  in  the 
program  we  have  a  risk  program  that  effectively  operates  in  only 
30  counties  out  of  750  urban  counties  in  the  country.  In  the  mar- 
kets where  the  risk  program  has  really  taken  off  and  been  success- 
ful, the  effects  have  been  quite  profound. 

In  my  home  community,  the  Twin  Cities  of  Minneapolis  and  St. 
Paul,  the  risk  program  enrolled  50  percent  of  all  Medicare-eligible 
folks  in  the  Twin  Cities. 

Chairman  Stark.  All  risk  programs  or  vours? 

Ms.  Malcolm.  At  the  time,  six  HMO  s  were  offering  risk  con- 
tracts and  enrolled  over  50  percent  of  the  Medicare  population. 
Virtually  all  the  providers  in  the  community  contracted  with  the 
HMO's.  Now  there  has  been  significant  erosion  of  that  risk  enroll- 
ment base  and  many  of  the  HMO's  have  terminated  their  risk  con- 
tracts and  substituted  instead  lesser  risk  contracting  vehicles. 

I  think  that  that  shift  is  evidence  of  some  very  serious  problems 
in  the  TEFRA  program.  As  detailed  in  the  lengthy  statement  for 
the  record,  the  technical  problems  and  the  payment  anomalies  are 
quite  well  understood,  well  documented,  and  there  is  a  surprising 
degree  of  concurrence  about  the  problems  and  what  might  be  done 
to  begin  to  address  some  of  them. 

As  is  equally  clear  from  the  testimony,  the  risk  program  provides 
a  lot  of  advantages  to  the  Medicare  beneficiaries  that  it  serves  and 
this  is,  we  hope,  of  interest  and  importance  to  you  as  you  look  at 
the  future  of  what  the  program  should  be.  The  very  nature  of  the 
risk  program  addresses  two  of  the  concerns  that  have  most  occu- 
pied Congress  in  the  recent  couple  of  years:  protection  of  the  elder- 
ly from  catastrophic  health  care  costs  and  improved  access  to 
health  care. 
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The  program  is  also  highly  consistent  with  the  overall  strategy 
that  we  have  embarked  on  to  involve  providers  in  the  management 
of  cost  and  quality  of  health  care  services,  consistent  with  what 
you  have  done  under  hospital  and  physician  payment  reform  move- 
ments. 

I  think  we  have  discussed  amply  the  kind  of  value  that  an  HMO- 
Medicare  enrollee  receives  from  the  program  in  exchange  for 
monthly  premiums  which  are  predictable.  The  beneficiary  receives 
significant  additional  benefits  over  and  above  the  regular  Medicare 
program.  The  average  actuarial  value  of  the  savings  in  the  form  of 
reduced  cost  sharing  and  extra  benefits  has  been  calculated  to  be 
almost  $1,000  a  year  for  the  beneficiary. 

In  contrast  to  the  monthly  premiums  in  HMO's  averaging  $450  a 
year,  the  annual  premium  for  the  consumer  unions  "best  buy"  me- 
digap  policy  is  $600,  which  typically  covers  a  lesser  range  of  bene- 
fits than  the  HMO  products. 

An  aspect  of  the  program  which  should  be  of  particular  interest 
since  we  are  dealing  with  the  access  question  is  that  Medicare 
beneficiaries  with  preexisting  conditions  cannot  be  rejected  by  risk 
contractors.  This  is  definitely  in  contrast  to  medigap  insurers  who 
may  delay,  limit  or  deny  coverage. 

For  beneficiaries  with  chronic  conditions,  enrollment  in  a  risk 
contract  may  be  the  only  source  of  medigap  protection  available; 
the  inability  to  have  access  to  the  coverage  may  be  a  larger  access 
barrier  even  than  the  price  of  coverage.  It  simply  may  not  be  avail- 
able at  any  price. 

An  anecdotal  example  here:  MedCenters  Health  Plan  in  Minne- 
sota is  the  largest  HMO  in  the  Partners  network.  It  has  been  in 
existence  since  1972,  a  nonprofit  group  practice  model  plan.  This  is 
where  we  have  had  the  bulk  of  our  experience  with  the  Medi- 
care  

Chairman  Stark.  With  a  group  practice  model,  how  do  you  pay 
the  doctors? 

Ms.  Malcolm.  The  entire  group  is  paid  a  capitation  and  how  in- 
dividual physicians  within  that  group  are  paid  is  up  to  the  group. 
There  are  a  network  of  groups,  but  we  contract  with  group  prac- 
tices. 

Chairman  Stark.  Do  some  groups  have  all  their  members  on 
salary  plus  profit  share,  while  others  have  fee  splitting? 

Ms.  Malcolm.  They  deliver  in  terms  of  how  they  reimburse  part- 
ner physicians.  The  HMO  capitates  the  group. 

At  MedCenters — I  thought  you  might  be  interested  in  this  anec- 
dote and  this  is  just  an  anecdote — several  years  ago  the  Med- 
Centers people  took  a  look  at  the  highest  cost  cases  in  the  senior 
risk  product  and  found  on,  admittedly  a  small  sample,  that  30  per- 
cent of  the  highest  cost  cases  were  members  who  had  joined  the 
plan  in  their  last  year  of  life.  They  came  into  the  plan  upon  a  diag- 
nosis of  cancer,  diabetes  or  heart  failure  in  anticipation  of  needing 
significant  amounts  of  care. 

Chairman  Stark.  Do  you  allow  that? 

Ms.  Malcolm.  Yes,  sir.  When  a  risk  contract  program  is  open  for 
enrollment,  it  is  open.  There  is  no  health  screening.  There  is  not 
the  requirement  that  the  plan  be  open  year  round  but  when  it  is 
open,  anyone  with  those  sorts  of  conditions  can  join. 
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I  would  like  to  spend  a  little  bit  of  time  on  a  particular  benefit  of 
the  risk  contracting  program  to  a  particular  subset  of  Medicare 
beneficiaries.  The  premiums  that  HMO's  offer,  the  low  coinsurance 
of  HMO's  is  attractive  to  the  low-income  elderly.  Research  indi- 
cates that  the  low-income  elderly  are  four  times  as  likely  as  the  av- 
erage elderly  person  to  join  an  HMO.  This  is  a  group  of  people 
sometimes  without  access  even  to  Medicare  coverage  services. 

For  this  population,  who  often  prior  to  joining  the  HMO  has  not 
had  supplemental  insurance,  the  economic  barriers  in  the  fee-for- 
service  sector  for  receiving  care  ultimately  results  perhaps  in  even- 
tual higher  costs  in  the  HMO  than  the  fee-for-service  system  due  to 
the  lack  of  prevention  and  up-front  early  intervention. 

Some  of  the  other  research  has  shown  that  Medicare  benefici- 
aries in  HMO's  are  more  likely  to  receive  those  components  that 
we  now  feel  are  necessary  for  high-quality  care,  complete  medical 
histories,  incidence  of  screening  examinations  and  screening  tests. 

These  findings  from  the  National  Medicare  Competition  Evalua- 
tion sponsored  by  HCFA,  show  that  HMO's  are  paying  attention  to 
the  medical  needs  of  the  elderly,  and  that  the  care  received  in  an 
HMO  is  much  more  likely  to  be  complete  and  coordinated. 

Our  written  statement  provides  analysis  and  details  of  what 
GHAA  views  as  the  major  shortcomings  and  obstacles  to  making 
this  program  the  success  envisaged  by  Congress  and  the  past  five 
administrations. 

Our  proposals  for  change  include  the  following:  elimination  of 
midcontract  changes  in  payments  and  benefits;  allowing  physician 
incentive  arrangements,  with  appropriate  protection  in  place; 
modification  of  the  current  PRO  review  system;  preservation  of  the 
cost  contract  option,  and  flexibility  in  membership  composition  re- 
quirements. 

We  are  pleased  that  the  administration  is  attempting  to  rectify 
some  of  these  problems  but  firmly  believe  that  legislative  change  is 
required. 

To  maintain  the  current  HMO /CMP  level  of  participation  and  to 
attract  new  HMO's  to  the  Medicare  risk  contracting  program,  the 
administration  has  proposed  raising  the  payment  to  the  same  level 
as  Medicare  fee-for-service.  Dr.  Wilensky  has  explained  the  ration- 
ale behind  this  policy  and  some  of  the  flawed  assumptions  on  pay- 
ment. 

Another  phenomenon  has  to  do  with  the  very  real  gap  between 
what  Medicare  allowable  charges  are  and  what  the  charges  as 
billed  by  the  providers  of  services  are,  billed  to  the  enrollee  and  to 
the  health  plans  with  whom  they  contract.  In  one  of  the  Partners' 
HMO's,  I  have  heard  recently  that  the  data  for  a  major  multispe- 
cialty  group  practice  is  that  the  Medicare  allowable  fee  schedule 
represents  65  percent  of  that  group's  charge  schedule. 

So  given  that,  what  goes  into  making  up  the  USPCC  is  a  combi- 
nation of  this  depressed  hospitalization  environment  and  Medicare 
allowable  charges,  which  are  not  the  same  as  what  the  provider 
wants  to  bill  on  a  fee-for-service  batsis. 

Chairman  Stark.  It  never  will  be. 

Ms.  Malcolm.  I  understand.  My  point  is  that  this  is  the  environ- 
ment in  which  the  HMO  is  trying  to  create  an  additional  5-percent 
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discount  or  savings,  if  you  will,  and  there  is  simply  not  the  surplus 
there  to  discount  off  of  as  there  had  been  in  prior  years. 

I  would  like  to  spend  another  moment  tackling  head  on  the  selec- 
tion issue  that  is  of  concern  to  you  and  your  colleagues.  Again,  I 
think  perhaps  I  can  lend  some  examples  from  MedCenter's  experi- 
ence that  are  sort  of  real-life  examples  of  some  of  the  things  you 
have  heard  about. 

First,  let  me  say  that  the  industry  has  historically  been  on 
record  as  favoring  a  health  status  adjustment  to  the  capitation 
methodology,  that  we  ought  to  be  looking  for  a  system  that  has  the 
attributes  Dr.  Ash  described. 

We  favor  adoption  of  appropriate  health  status  adjustments.  We 
believe  though  that  the  selection  issues  are  not  as  simple  as  they 
have  been  described  today  and  Mr.  Whitney  began  to  deal  with 
some  of  that  in  his  testimony. 

The  degree  of  selection  and  the  effects  that  selection  has  on  costs 
within  the  HMO  vary  considerably  between  health  plans  and  over 
time.  Over  time  is  the  thing  I  want  to  underscore. 

We  have  begun  to  talk  about  methodological  flaws  in  the  analy- 
sis that  looks  at  use  prior  to  joining  an  HMO  and  attempts  to  pre- 
dict what  would  have  happened  had  the  person  stayed  in  the  fee- 
for-service.  When  we  talk  about  that  we  would  have  spent  33  per- 
cent less  had  those  people  remained  in  fee-for-service,  we  assume 
that  those  people's  health  status  wouldn't  have  changed  between 
the  analysis  year  and  the  year  we  are  predicting.  However,  if  there 
were  a  change  in  the  health  status,  that  correlation  wouldn't  hold. 

Some  of  the  anecdotal  evidence  from  MedCenters  is  of  people 
looking  for  access  to  greater  benefits  when  they  know  that  they 
have  got  an  upcoming  need  for  greater  access  to  more  services. 
This  is  a  concern  the  industry  has  expressed,  and  the  selection  re- 
search to  date  has  not  studied  this  phenomenon.  Instead,  they  have 
looked  at  new  enrollees  just  prior  to  their  joining  the  HMO  and 
only  during  the  first  year  that  they  were  enrolled.  This  is  despite 
the  fact  that  three-quarters  of  the  national  enrollment  in  risk  con- 
tracts has  now  been  enrolled  in  HMO's  for  over  2  years.  So  the  ini- 
tial premise,  that  selection  changes  over  time,  is  starting  to  be  rele- 
vant to  look  at. 

MedCenters  has  had  a  shrinking  population  of  seniors.  We  basi- 
cally have  the  group  that  we  started  out  with.  Over  one-third  of 
our  enrolled  population  has  been  with  the  program  since  its  incep- 
tion in  1981.  Fifty  percent  of  the  total  plan's  enrollment  have  been 
members  for  over  5  years,  so  we  have  a  body  of  information  to  look 
at  their  health  status  post  enrollment. 

What  we  find,  and  it  is  perhaps  gratuitous — we  wanted  to  test 
internal  analysis.  We  believed  there  was  a  significant  degree  of  ad- 
verse selection.  The  DCG  model  quantifies  that  and  helps  us  to  un- 
derstand, and  we  are  being  advantaged  by  the  DCG  demonstration. 
We  are  receiving  not  insignificant  additional  payment,  10  percent 
over  and  above  what  the  unadjusted  AAPCC  would  have  brought 
us. 

MedCenters,  being  one  of  the  original  demonstration  plans, 
shows  up  in  the  Mathematica  analyses  as  having  neutral  or  incon- 
clusive selection,  so  that  shows  the  difference  in  ''selection"  results 
if  you  are  looking  at  the  first  year  versus  later  in  time. 
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So  that  is  hopefully  a  little  balanced  perspective  on  the  selection 
issue. 

Mr.  Chairman,  GHAA  and  its  member  plans  believe  this  is  an 
important  and  valuable  program  and  well  worth  preserving.  Unfor- 
tunately, problems  in  the  current  payment  structure  have  resulted 
in  a  shrinking  and  unstable  level  of  HMO  participation. 

With  a  preliminary  estimate  that  the  1991  increase  in  the 
USPCC  will  only  be  0.2  percent,  we  believe  that  there  is  a  need  to 
address  the  pajnnent  issue  now  to  assure  that  enrollment  in  an 
HMO  remains  a  viable  option  for  Medicare  beneficiaries. 

We  have  specifically  suggested  in  our  written  statement  that  this 
increase  in  payment  be  looked  at  as  an  interim  strategy,  that  the 
increase  be  put  in  place  for  a  fixed  period  of  time  during  which  this 
improvement  to  the  pa3mient  methodology  will  be  worked  on  and 
that  it  will  be  revisited  several  years  from  now  to  question  the  va- 
lidity of  100  percent  versus  95  percent. 

Thank  you. 

[The  statement  of  Ms.  Malcolm  follows:] 
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TESTIMONY  OF  JAN  MALCOLM,  GROUP  HEALTH  ASSOCUTION  OF  AMERICA 


Good  morning  Mr.  Chairman  and  members  of  the 
Subcommittee.     My  name  is  Jan  Malcolm  and  I  am  a  Vice  President 
for  Partners  National  Health  Plans.     Partners  was  originally  a 
joint  venture  between  the  Voluntary  Hospitals  of  America  and 
Aetna,   and  is  now  fully  owned  by  Aetna.     33  HMOs  are  owned  or 
managed  by  my  organization  and  we  have  over  100  PPO  networks 
with  a  total  enrollment  approaching  3  million  people.  Partners 
is  a  Medicare  risk  contractor  in  California  and  Minnesota  with 
approximately  40,000  enrollees.     We  have  Medicare  cost 
contracts  in  New  Jersey  and  Washington,  D.C.     I  am  here  today 
on  behalf  of  the  Group  Health  Association  of  America,  Inc. 
(GHAA,   Inc.).     GHAA  is  the  nation's  oldest  and  largest  trade 
association  for  the  health  maintenance  industry.  GHAA's 
members  enroll  75%  of  the  34.7  million  people  who  are  members 
of  the  country's  591  HMOs. 

GHAA  is  here  today  to  talk  about  the  state  of  the  TEFRA 
Medicare  Risk  program.     Today's  hearing  focus  is  on  payment 
issues  and  our  brief  oral  statement  highlights  the  problems  the 
program  has  experienced  and  our  recommendations  for  change.  I 
would  ask  that  our  longer  statement  which  discusses  this  issue 
in  detail,   along  with  other  program  concerns  such  as  PRO 
review,  mid-contract  benefit  and  payment  changes  and  other 
issues  be  included  in  the  Record. 

The  Medicare  Risk  Contract  Program  was  established  in  1982 
under  TEFRA  (P.L.   97-248)  with  the  strong  support  of  members  of 
Congress,  the  Administration  and  the  HMO  industry.     Its  purpose 
is  to  provide  Medicare  beneficiaries  the  same  opportunity  for 
enrollment  in  HMOs  as  exists  for  the  rest  of  the  population. 

After  a  promising  beginning  in  1985  and  1986,  (full 
implementation  of  the  TEFRA  Medicare  risk  program  began  in 
April  1985),   enrollment  has  been  slower  than  anticipated  and 
has  stabilized  at  a  little  over  1  million,  or  3.4%  of  all 
Medicare  beneficiaries.     As  of  April,   1990  there  are  97  HMOs  or 
CMPs  which  enroll  1,141,923  Medicare  beneficiaries. 

As  a  result  of  payment  anomalies,   including  tremendous 
geographic  variations  in  payment,  even  between  adjacent 
counties,   the  Medicare  risk  program  is  available  on  a  limited 
basis  nationally.     Seventy  five  percent  of  all  risk  enrollees 
reside  in  only  30  counties  out  of  more  than  750  urban  counties 
in  the  nation.     Over  14  percent   (153,832  members)   of  risk 
enrollees  reside  in  Los  Angeles,  California.     The  next  largest 
county  Broward  County  in  the  Miami,   Florida  area  has  5  percent 
(55,154  members).     And  in  fact,   76%  of  all  Medicare  enrollees 
are  members  of  only  9  HMO  chains.     In  nine  states,  risk 
enrollees  account  for  more  than  5%  of  the  Medicare  population 
--  Minnesota  22%,   Oregon  14%,  Nevada  8%,   California  10%, 
Colorado  10%,   Hawaii   10%,   Florida  9%,  Washington  8%,   New  Mexico 
6%. 

Problems  with  inadequate  payment  rates  have  led  many  risk 
contractors  to  drop  out  of  the  program,   to  reduce  their  service 
area,  or  to  switch  to  providing  an  alternative  Medicare  product 
such  as  a  cost  contract  or  supplemental  product.     The  program 
has  not  been  able  to  attract  many  new  contractors  because  of 
concerns  about  the  adequacy  and  stability  of  the  rates  and 
other  issues,   such  as  Gramm-Rudman  cuts  or  mid  contract  changes 
in  coverage  obligations  which  speak  to  the  reliability  of  the 
government  as  a  business  partner. 

In  1990,   8  risk  contractors  non  renewed  their  risk 
contracts,   affecting  58,406  enrollees. 

—     In  1989,   34  risk  contractors  with  enrollment  of  82,256 
beneficiaries  dropped  out  of  Medicare  altogether.  In 
1989,   5  risk  contractors  (with  enrollment  of  3,200 
beneficiaries)   reduced  service  areas. 
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In  1988,  29  risk  contractors  with  53,166  beneficiaries 
dropped  out.     In  1988,   7  contractors  (with  enrollment 
of  31,628  beneficiaries)  reduced  service  areas. 

A  number  of  contractors  have  informed  GHAA  that  while  they 
would  like  to  make  a  long  term  commitment  to  participate  in  the 
program,   they  are  deciding  one  year  at  a  time,  when  the  AAPCC 
payment  rates  are  released. 

The  outlook  for  plans  renewing  for  1991  is  not  positive 
either.     With  a  preliminary  estimate  that  the  USPCC  will 
increase  only  0.2%,   the  ability  of  risk  contractors  to  remain 
in  the  program  is  uncertain.     No  provider,  no  matter  how 
efficient,  can  consider  this  a  viable  program  with  a  payment 
increase  of  that  amount.     And  in  fact,   this  figure  shows  that 
clearly  something  is  wrong  with  the  payment  methodology. 

Despite  the  disappointment  in  the  trends  of  non-renewals 
over  the  past  several  years,  the  Medicare  risk  program  is  worth 
preserving  for  the  advantages  over  f ee-f or-service  it  offers  to 
Medicare  beneficiaries.     While  some  are  concerned  that  the 
program  has  not  experienced  recent  and  rapid  growth,   it  must  be 
remembered  that  this  program  has  only  been  available  nationwide 
for  5  years,  compared  to  the  25  year  age  of  the  Medicare 
program.     We  have  found  in  general  that  one  of  the  most  serious 
difficulties  in  attracting  the  elderly  to  an  HMO  is  that  they 
often  have  long  established  relationships  with  their  own 
physician  and  are  reluctant  to  make  a  change.     This  changes 
over  time  however  as  active  workers  who  are  familiar  with  HMOs 
" age-in. " 

ADVANTAGES  OF  THE  MEDICARE  RISK  PROGRAM 

The  very  nature  of  the  Medicare  risk  program  addresses  two 
concerns  Congress  has  been  discussing  for  the  past  several 
years,  protection  for  the  elderly  from  catastrophic  health  care 
costs  and  access  to  health  care. 

In  exchange  for  a  fixed  monthly  premium  -  the  average 
monthly  premium  for  1990  is  $36.48,   an  enrollee's  Medicare 
deductibles  and  coinsurance  are  "bought  out."     The  beneficiary 
continues  to  pay  the  Part  B  premium.     In  exchange  for  this 
monthly  premium,   the  enrollee  receives  all  the  required  basic 
Medicare  services  plus  supplemental  benefits,  including 
preventive  services  such  as  physicials,   immunizations,  health 
education,   plus  eye  care,  ear  exams,   foot  care  and  so  on;  one 
third  of  all  the  risk  contractors  also  offer  an  outpatient 
prescription  drug  benefit  is  provided. 

The  monthly  premiums  are  reasonable  and  predictictable . 
The  cost  sharing  for  all  these  services  is  minimal;   for  example 
an  average  office  visit  copayment  is  in  the  $3-5  range.  Not 
only  are  the  beneficiaries  protected  from  high  out-of-pocket 
costs,  based  on  1989  data,   the  average  actuarial  value  of 
savings  to  the  beneficiary  for  not  having  to  pay  an  annual 
hospital  deductible  or  20%  coinsurance,   is  $475.25  per  year. 
In  addition  to  reducing  financial  barriers  to  basic  Medicare 
services,   over  80%  of  risk  contractors  cover  supplemental 
services  at  no  additional  cost  to  the  enrollee.     The  average 
actuarial  value  of  these  supplemental  services  is  approximately 
$437.28  per  year.     In  contrast,  the  annual  premium  for  Consumer 
Unions  "Best  Buy"  Medigap  policy  is  $600. 

In  addition,   the  Physician  Payment  Review  Commission 
(PPRC)  has  reported  on  the  significant  unpredictable 
out-of-pocket  expenditures  by  Medicare  beneficiaries.  In 
fiscal  year  1989,  beneficiaries"   out-of-pocket  costs  for 
balance  billing  totalled  $2,25  billion,  or  $94  per  beneficiary. 

The  Medicare  risk  contractor  does  not  keep  the  difference 
between  the  average  capitation  rate  and  the  HMO's  costs  - 
instead  it  is  returned  directly  to  the  Medicare  enrollee  in  the 
form  of  a  reduced  premium,   supplemental  benefits,  or  both. 
Nearly  60%  of  risk  contractors  waive  the  full  amount  of  the 
monthly  premium  they  are  allowed  to  charge  -  averaging  a 
savings  of  $6.92  per  month. 
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Another  aspect  of  the  program  which  should  be  of  interest 
to  those  of  you  trying  to  deal  with  "access"   issues  -  Medicare 
beneficiaries  with  pre-existing  conditions  cannot  be  rejected 
by  risk  contractors,   in  contrast  to  Medigap  insurers  who  may 
delay  or  even  deny  coverage.     For  beneficiaries  with  chronic 
conditions,  enrollment  in  a  risk  contract  may  be  the  only 
source  of  "Medigap"  protection  available. 

Experience  indicates  that  because  of  favorable  premiums, 
low  coinsurance  and  comprehensive  benefits,  HMOs  are 
particularly  attractive  to  the  low-income  elderly  and  have  a 
major  role  to  play  in  improving  their  access  to 
Medicare-covered  benefits. 

Medicare  beneficiaries  in  HMOs  are  significantly  more 
likely  than  those  in  f ee-f or-service  medicine  to  receive  care 
that  includes  major  components  necessary  for  high  quality 
health  care:     complete  medical  histories,  screening 
examinations,   and  screening  tests. 

These  findings  from  the  National  Medicare  Competition 
Evaluation  sponsored  by  HCFA,   shows  that  HMOs  are  paying 
attention  to  the  medical  needs  of  the  elderly,   and  that  the 
care  received  in  an  HMO  is  much  more  likely  to  be  complete  and 
coordinated . 

The  medical  records  of  HMO  patients  were  significantly 
more  likely  to  include  record  of  a  past  medical  history,  drug 
allergies,   all  current  medications,   and  alcohol  and  tobacco 
use.     In  addition,   those  receiving  care  in  an  HMO  more  often 
had  screening  exams,   specifically  breast,  pelvic,  rectal, 
neurologic,   and  genitourinary;  and  screening  tests,  in 
particular  visual,   acuity,  tonometry,  hemoccult,  and 
urinalysis.     Mammography  was  twice  as  likely  to  be  performed 
for  patients  in  the  HMO  as  patients  receiving  care  under 
f ee-f or-service  medicine. 

The  study  reviewed  the  medical  records  of  800  Medicare 
beneficiaries  receiving  care  in  either  an  HMO  or  under 
f ee-f or-service  medicine.     The  study  was  conducted  at  17 
locations  across  the  country;  comparisons  were  made  for  HMOs 
and  f ee-f or-service  patients  in  like  geographic  locations. 
Although  the  beneficiaries  enrolled  in  HMOs  were  slightly 
younger,   they  had  more  chronic  health  problems  at  the  time  they 
joined  their  HMOs. 

PAYMENT  REFORM  PROPOSAL 

As  our  testimony  discusses  in  detail,  there  are  many 
problems  with  the  current  payment  methodology  with  the  result 
that  many  risk  contractors  have  dropped  out  of  the  program  or 
are  considering  non-renewal.     Some  have  been  forced  to  reduce 
their  service  area  (often  in  a  rural  area),  while  other  HMOs 
would  not  consider  contracting  under  this  program  until  payment 
is  adequate  and  stable.     Because  GHAA  and  its  member  plans 
believe  so  strongly  in  the  merit  of  this  program  and  in  the 
advantages  it  offers  to  the  Medicare  beneficiary,  we  have  spent 
considerable  time  exploring  refinements  to  the  current  payment 
methodology  or  even  alternative  rating  systems  not  linked  to 
the  f ee-f or-service  sector.     Unfortunately,  the  solutions  to 
these  complex  problems,   such  as  finding  an  accurate  health 
status  adjuster,   are  not  around  the  corner. 

As  a  consequence  of  the  lack  of  an  immediate  solution  to  rating 
methodology  problems  and  four  years  of  declining  numbers  in  HMO 
participants,  GHAA  believes  it  is  important  to  support  the 
Administration  proposal  to  move  to  raise  the  payment  to  the 
same  level  as  the  f ee-f or-service  with  a  Part  B  premium 
"rebate"  to  Medicare  beneficiaries  who  enroll  under  the  risk 
program.     By  subtracting  this  Part  B  premium  rebate  from  the 
increase  in  payment,  HMOs  would  actually  receive  98%  of  the 
AAPCC.     As  under  the  current  system,   any  "savings"  or 
difference  between  the  average  payment  rate  and  the  costs  of 
providing  care  would  be  returned  to  the  Medicare  beneficiary 
through  a  reduction  in  premium  or  coinsurance  or  additional 
benefits,  or  a  combination  of  these. 
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The  purpose  of  moving  to  the  higher  payment  level  is  to 
provide  an  interim  increase  in  payment  to  stabilize  the  program 
and  allow  HMOs  to  remain  in  the  program  until  the  payment 
methodology  can  be  addressed.     GHAA  is  committed  to  payment 
reform  -  a  system  of  fair,   accurate  and  stable  payment.  We 
would  suggest  a  date  certain  review  of  the  payment  methodology 
to  allow  time  for  further  research  and  demonstration,   in  order 
to  implement  refinements  to  the  current  system  or  a  substitute 
methodology,  perhaps  at  the  end  of  three  years.     At  that  time 
the  appropriateness  of  the  same  payment  level  as 
f ee-f or-service  should  be  evaluated. 

A  move  to  a  payment  level  equal  to  that  of  the 
f ee-f or-service  also  recognizes  the  dramatic  changes  that  have 
taken  place  in  the  healthcare  marketplace  since  1982  when  this 
payment  approach  was  established.     In  recent  years, 
Congressional  efforts  to  constrain  expenditures  have  resulted 
in  Medicare  f ee-f or-service  reimbursement  which  is  rising  more 
slowly  than  the  costs  of  care.     For  example,   according  to 
ProPAC,  Medicare  inpatient  operating  costs  per  case  in  the 
second,   third,   and  fourth  year  of  PPS  rose  about  10%  per  year, 
more  than  6%  above  the  PPS  market  basket  allowed  by  Congress. 
HCFA  reports  that  from  1983  to  1990,  Medicare  hospital  days  per 
1,000  have  dropped  by  27  percent.     While  HMOs  are  still  much 
more  cost  efficient,   particularly  on  inpatient  utilization 
(Established  HMOs  average  1,690  days  per  1,000  for  Medicare 
beneficiaries  vs.   the  average  f ee-f or-service  of  3,030  days  per 
1,000),  PPS  has  had  a  definite  effect.     Medicare  physician  fees 
are  increasingly  constrained  by  the  Medicare  economic  index. 
Physician  payment  reform  is  expected  to  have  a  dramatic  effect 
on  physician  costs  under  Medicare.     Faced  with  less  purchasing 
power  than  Medicare  and  the  need  to  maintain  some  consistency 
and  good  relationships  with  providers  across  the  board  for  all 
enrollees,  HMOs  cannot  match  these  reimbursement  constraints, 
thus  contributing  to  difficulties  of  living  within  the  USPCC 
amount.     In  short,  HMOs  are  now  getting  95%  from  an 
increasingly  smaller  base  in  recent  years. 

PAYMENT  METHODOLOGY;      NATURE  OF  PROBLEMS  WITH  THE  MEDICARE 
CAPITATION  RATES 

The  USPCC  was  originally  established  as  a  way  of  having 
some  external  standard  for  the  reasonableness  of  the  rates 
charged  by  HMOs.     The  USPCC  gave  Congress  a  mechanism  for 
assuring  that  HMO  participation  did  not  increase  government 
costs  and  instead  led  to  savings.     The  USPCC  gave  HMOs  some 
protection  that  rates  would  not  be  reduced  or  kept  constrained 
in  a  totally  arbitrary  fashion. 

On  the  other  hand,  establishing  the  USPCC  has  been 
problematical  for  the  same  reason  budget  projections  are 
problematical  in  an  entitlement  program  driven  by 
f ee-f or-service  practice.     The  experience  base  used  to  compute 
rates  has  been  outdated;  the  need  for  projections  has  led  to 
some  dramatic  missestimates  about  major  changes,   such  as  in 
Part  B  spending  or  skilled  nursing  facility  (SNF)  costs.  These 
problems  have  left  risk  contractors  subject  to  projection  risk 
over  and  above  the  intended  risk  for  efficiency  in  care 
treatment.     In  recent  years,   budget  stalemates  have  also 
created  uncertainty  for  HMOs  about  upcoming  rates,  which 
contributes  to  program  instability  (e.g.  Gramm-Rudman  targets, 
mid-contract  benefit  changes,  catastrophic  repeal). 

This  portion  of  the  statement  summarizes  the  Medicare 
capitation  methodology  and  the  nature  of  the  problems 
encountered  at  each  step. 

Section  114  of  TEFRA  requires  that  HMOs  be  capitated  at 
95%  of  what  Medicare  would  have  paid,  had  the  beneficiary 
remained  in  the  f ee-f or-service  sector.     Rather  than  try  to 
project  the  expenses  for  each  individual  enrollee,  HCFA 
predicts  expenses  for  the  average  enrollee  and  assumes  that 
expenses  for  individuals  who  are  above  average  will  offset 
expenses  for  individuals  who  are  less  than  average.  This 
projection  is  done  in  three  steps:     (1)  Project  the  national 
average  payment;   (2)  Adjust  the  average  payment  for  local 
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differences  in  medical  costs  and  demographic  distribution;  and 
(3)  Adjust  the  HMO's  capitation  rate  to  account  for  selection 
bias  by  enrollees. 

1 .  Nature  of  Problems  with  the  USPCC  Calculation 

When  asked  to  develop  a  capitation  methodology,  HCFA 
adapted  the  existing  methodology  which  they  use  to  assess  the 
actuarial  soundness  of  the  Medicare  Trust  Funds.     By  using  the 
information  they  develop  for  the  annual  Medicare  Trustee's 
Reports  and  dividing  by  the  projected  number  of  eligible 
Medicare  beneficiaries,  HCFA  calculates  the  projected  United 
States  per  capita  cost  (USPCC)  -  that  is,  projected  Medicare 
expenses  for  the  average  Medicare  beneficiary  in  the  next 
year.     HCFA  projects  six  USPCCs :     Part  A  covered  benefits  for 
the  aged,  disabled,   and  people  with  end-stage  renal  disease 
(ESRD) ;  and  Part  B  covered  benefits  for  the  same  three  groups. 

The  USPCC  is  based  on  a  retrospective  tabulation  of  the 
actual .  historical  Medicare  expenditures  including 
f ee-f or-service  claims,  HMO  capitation  expenditures,   and  all 
other  expenditures.     These  are  proi acted  forward  using  economic 
models  incorporating  anticipated  inflation  rates,  changes  in 
utilization  patterns,   and  Medicare  programmatic  changes  such  as 
the  phase-in  of  the  prospective  payment  system  for  hospitals, 
or  the  forthcoming  transition  to  a  resource-based  relative 
value  scale  for  physician  payment.     The  data  used  to  project 
the  USPCCs  are  nearly  two  years  old  and  do  not  immediately 
recognize  rapid  changes  in  the  f ee-f or-service  sector  (such  as 
the  shift  of  complex  care  from  hospitals  to  ambulatory 
settings) .     Since  the  historical  costs  cannot  be  precisely 
determined  at  the  time  the  USPCC  is  projected,   any  error  in 
estimating  the  historical  costs  is  incorporated  into  the 
projected  future  costs.     HCFA's  estimates  of  the  difference 
between  projected  and  actual  combined  Part  A  and  Part  B  USPCCs 
for  the  aged  population  are: 

Year    Projected    Actual      Percent  Different 

1985  190.85  190.15  +0.4% 

1986  197.33  200.62  -1.6% 

1987  206.12  214.89  -4.1% 

1988  234.09  227.78  +2.8% 

1989  258.60  259.91  -0.5% 

(Source:     HCFA  Office  of  the  Actuary,  September  7,  1989) 

It  is  important  to  note  that:     (1)     HMO  payments  are  based  on 
Medicare  payment  rates  —  excluding  beneficiary  copayments  and 
deductibles,   and  at  the  dollar  limits  set  by  Medicare.  —  not 
the  actual  cost  to  the  HMO  of  providing  medical  care  to  a 
Medicare  beneficiary.     (2)  HMO  payments  are  based  on  Medicare 
covered  services,  excluding  services  which  HMOs  routinely 
provide  as  their  philosophy  of  maintaining  health  such  as 
physicial  examinations  and  health  eduction.     (3)     The  data  used 
in  the  calculations  for  HMO  payments  are  predominantly  based  on 
f ee-f or-service  medical  practice  patterns  and  include  only 
reported  claims. 

Of  the  three  steps  in  the  development  of  the  capitation 
rates,   this  is  the  least  problematic.     GHAA  has  identified  only 
two  concerns  about  the  USPCC  methodology.     The  first  is  the 
lengthy  time  between  reconstruction  of  historical  expenses  and 
the  USPCC  calculation,  which  is  often  as  long  as  10  months. 
Retabulating  historical  claims  immediately  before  making  the 
USPCC  projection  would  reduce  projection  error,  perhaps 
significantly.     The  second  issue,   lack  of  routine  disclosure  of 
the  final  assumptions  used  to  project  the  USPCCs  for  HMO 
capitation,  has  been  mostly  resolved,   although  some  details  on 
disclosure  remain  to  be  worked  out. 

2.  Nature  of  Problems  with  the  AAPCC  Calculation. 

The  calculations  involved  in  the  projection  of  the  AAPCC 
(adjusted  average  per  capita  cost)  are  designed  to  adjust  the 
USPCC  for  geographic  and  demographic  variation  among  counties 
and  to  remove  projected  HMO  expenditures  from  total  projected 
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expenditures,   leaving  projected  f ee-f or-service  expenditures. 
Since  the  AAPCC  is  a  projection,   the  methodology  necessarily 
incorporates  numerous  assumptions.     Concerns  about  some  of 
these  assumptions  include:     the  geographic  unit;  the  average 
geographic  adjuster  (AGA) ;  defining  the  county  of  residence; 
the  county  demographic  adjustment;  counties  with  few  Medicare 
beneficiaries  (especially  rural  counties);  hidden  bias  of  the 
claims  data;  unmet  needs;  economic  assumptions;   and  criteria  to 
accept  HMO  reimbursement  data  as  actuarially  credible.  HCFA 
developed  the  methodology  ten  years  ago,**l.   and  regularly 
funds  research  on  refinements. 

Fee-f or-service  Medicare  expenditures  vary  widely  by 
location  for  both  Part  A  and  Part  B  expenses.     These  geographic 
variations  are  a  function  of  different  morbidity  patterns 
across  the  country,  different  access  to  Medicare  providers, 
different  medical  practice  patterns  and  different  costs  per 
unit  of  service. **2.     For  example,  under  the  prospective 
payment  system  (PPS)   for  Part  A  services,   the  Medicare  program 
recognizes  differing  input  costs  by  adjusting  the  payment 
according  to  whether  or  not  the  facility  is  in  a  large  urban 
area,   a  small  urban  area,  or  a  rural  area.     Since  the  projected 
fee-f or-service  cost  to  Medicare  is  different  in  these  areas, 
the  HMO  capitation  is  also  different. 

TEFRA  allows  HCFA  to  decide  on  the  geographic  boundary  for 
local,   fee-f or-service  Medicare  reimbursement.     The  only 
practical     constraint  is  the  information  retrievable  from  the 
Medicare  claims  databases.     HCFA  has  decided  to  use  county 
boundaries,   and  annually  projects  about  12,600  AAPCCs  (four  for 
each  county):     Part  A  aged.  Part  B  aged,   Part  A  disabled,  and 
Part  B  disabled.     To  assure  a  statistically  valid  sample  size 
for  beneficiaries  with  ESRD,  HCFA  uses  the  state  as  the 
geographic  unit  and  annually  projects  over  100  ESRD  AAPCCs  (two 
for  each  state,  plus  two  for  each  U.S.   territory  and 
Washington,  D.C.). 

The  AAPCC  is  computed  as  follows.     HCFA  first  determines 
the  relationship  between  the  county  per  capita  reimbursement 
and  the  national  per  capita  reimbursement;   this  relatior-ship  is 
called  the  average  geographic  adjuster  (AGA).     The  historical 
AGA  multiplied  by  the  projected  USPCC  equals  the  projected 
county  per  capita  cost  (CPCC) .     The  CPCC,  multiplied  by  the 
total  number  of  county  beneficiaries,   results  in  the  total 
projected  reimbursement.     Then  HCFA  deducts  the  projected  HMO 
reimbursement,   leaving  projected  county  fee-f or-service 
reimbursement.     Adjusting  this  for  the  county's  demographic 
characteristics  and  multiplying  by  95%  results  in  the  AAPCC. 

This  section  includes  a  discussion  of  relevant  research 
findings  into  alternative  methods  to  project  fee-f or-service 
Medicare  expenditures.       This  section  reviews  a  number  of  the 
primary  issues  raised  by  the  HMO  industry  about  the  projection 
of  the  AAPCC  and  is  not  exhaustive. 

Issue;     The  Geographic  Unit.     The  HMO  industry's 
experience  with  the  AAPCC  has  led  to  questions  about  using  the 
county  as  the  basic  geographic  unit  of  payment.     Some  HMOs  find 
substantial  differences  (as  much  as  $80  per  member  per  month) 
between  adjacent  counties  and  between  counties  that  may  be 
geographically  separate  but  have  similar  baseline  costs  **3. 
Part  of  the  problem  may  be  that  the  "geopolitical  boundaries" 
do  not  coincide  with  the  economic  boundaries. 

This  non-congruence  is  illustrated  by  looking  at  county 
boundaries  within  Minnesota  and  California.     The    Minnesota  and 
California  metropolitan  areas  includes  numerous  small  counties, 
whereas  the  rural  counties  include  large  tracts  of  sparsely 
settled  swamp  or  desert.     This  means  that  the  average  cost  of 
providing  care  in  the  part  of  the    rural  county  adjoining  the 
urban  county  (where  people  joining  an  urban-based  HMO  are  most 
likely  to  reside)  are  diluted  by  the  lower  Medicare  claims 
reported  by  beneficiaries  in  the  rural  portions  of  the  county. 
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In  1988,   a  study  funded  by  HCFA  looked  at  ten  alternative 
geographic  configurations  including  zip  codes,   aggregations  of 
zip  codes,  metropolitan  statistical  areas,  hospital  choice 
areas,   and  urban  core/suburban  rings. **5.     The  empirical 
results  were  measured  for  payment  area  homogeneity,  payment 
rate  stability,   and  policy  criteria  such  as  the  fiscal  impacts 
on  risk  contractors.     These  measures  indicated  that  none  of  the 
tested  alternatives  were  significantly  better  than  county 
boundaries.     However,   the  researchers  did  not  replicate  the 
AAPCC  methodology  and  further  study  is  needed. 

Issue:     The  Average  Geographic  Adjuster   (AGA) .  The 
average  geographic  adjuster,  or  AGA,   is  a  moving  5-year  average 
of  the  ratio  of  county  Medicare  expenditures  per  person  divided 
by  the  national  Medicare  expenditures  per  person.     HCFA  uses  a 
five  year  average  to  smooth  random  variations  in  annual 
expenditures  that  may  arise  from  unusually  high-  or  low-cost 
medical  events.     HCFA  assumes  that  the  5-year  historical 
relationship  between  the  county's  and  the  nation's  per  capita 
costs  is  the  best  estimate  for  the  underlying  relationship  in 
the  contract  year  (the  year  for  which  expenditures  are 
projected) . 

Year-to-year  fluctuations  in  the  AAPCC  complicate  HMOs' 
long-term  financial  planning.     Changes  in  the  county's  AGA  and 
the  average  demographic  factor  are  the  major  contributors  to 
changes  in  the  AAPCC.      (Changes  in  the  USPCC  play  a  smaller 
role) .     Some  researchers  have  expressed  concern  that  a  simple 
5-year  average  fails  to  recognize  increasing  costs  at  the 
county  level  or  the  squeeze  on  providers'  operating  margins 
caused  by  HCFA's  propsective  payment  system  (PPS),   such  as 
large  capital  investments  made  by  hospitals**6 .     A  simple 
average  also  assumes  that  year-to-year  fluctuations  in  the 
ratio  of  county  to  national  costs  are  random.     Since  all 
counties  are  treated  in  the  same  manner,   there  is  an  implicit 
assumption  that  fluctuations  are  independent  of  the  number  of 
beneficiaries  in  each  county.**?.     Smoothing  techniques,  such 
as  autoregressive  moving  averages  (times  series  analysis),  are 
intuitively  appealling  and  may  be  lead  to  more  stable  AAPCC s . 
HCFA  is  currently  funding  a  small  study  using  time  series 
analysis . 

Issue:     Defining  the  County  of  Residence.     HCFA  assigns 
each  reimbursed  Medicare  expense  in  the  f ee-f or-service  sector 
to  the  beneficiary's  county  of  residence,   regardless  of  where 
the  service  was  provided.     For  example,   if  a  beneficiary  who 
lives  in  Los  Angeles  is  referred  to  a  specialty  clinic  in 
Cleveland,   the  claim  for  the  service  in  Cleveland  is  attributed 
to  Los  Angeles. 

For  purposes  of  defining  the  county  of  residence,  HCFA 
uses  the  zipcode  on  the  beneficiary's  Social  Security  check  as 
of  July  1  each  year.     This  can  lead  to  mistakes  in  the 
beneficiary's  county  of  residence  at  the  time  the  service  was 
rendered  if  the  Social  Security  check  is  deposited  in  a  bank 
account  in  a  different  county,   if  the  beneficiary  maintains  a 
different  residence  in  the  summer  from  that  in  the  winter 
(e.g.,   lives  in  Florida  but  spends  summer  in  New  England),  or 
if  the  beneficiary  moves.     Compounding  the  complexity  of  this 
issue  is  that  zip  codes  sometimes  cross  county  boundaries.  The 
impact  of  these  mistakes  on  the  final  determination  of  various 
counties'  AAPCCs  has  never  been  studied. 

Issue:     Counties  with  Few  Medicare  Beneficiaries. 
Utilization  rates  for  health  services  have  a  wide  statistical 
variance.     The  smaller  the  population,   the  larger  the  standard 
error  of  a  particular  year's  measures.     HCFA  projects  a 
statewide  average  AAPCC  for  counties  with  fewer  than 
approximately  20  f ee-f or-service  beneficiaries.  One 
HCFA-funded  study  suggests  that  86%  of  the  counties  should  be 
aggregated  to  include  at  least  25,000  f ee-f or-service 
beneficiaries.     This  number  would  minimize  chance  year  to  year 
variations  in  the  AAPCCs. **8 
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Issue:     Hidden  Bias  in  Claims  Data.     Perhaps  one  of  the 
most  important  assumptions  is  the  presumption  that  Medicare 
claims-based  data  accurately  reflect  the  local  morbidity.  In 
fact,   these  data  may  underestimate  morbidity  in  counties  with 
poor  access   (e.g.,   few  Medicare  participating  physicians)  or 
alternative  access.     HMOs   located  in  counties  with  military 
facilities  are  concerned  about  the  impact  of  Veterans' 
Administration  (VA)   facilities  on  the  AAPCCs .     VA  coverage  is 
primary  to  Medicare  for  coverage  in  VA  facilities.     The  HMOs 
suspect  the  AAPCC  is  understated  since  care  is  being  received 
by  Medicare  beneficiaries,  but  not  recorded  by  the  Medicare 
claims  system.     The  presence  of  a  VA  facility  could  have  an 
impact  on  the  per  capita  estimates  for  surrounding  counties  as 
well  as  the  county  in  which  the  facility  is  located.     A  similar 
situation  occurs  in  counties  with  large  numbers  of  working  aged 
for  whom  Medicare  is  the  secondary  payor  and  the  beneficiary's 
employer  is  the  primary  payor.     HCFA  is  currently  funding  a 
study  to  assess  the  impact  of  Medicare  reimbursement  rule  for 
the  working  aged  on  the  AAPCCs. 

Issue:     Unmet  Needs.     A  number  of  HMOs  have  expressed 
concern  about  the  costs  of  beneficiaries  with  unmet  needs. 
This  arises  when  f ee-f or-service  beneficiaries  have  subclinical 
conditions  such  as  hypertension  or  early  cancer  which  are  not 
diagnosed,   and  therefore  not  claimed.     These  conditions  are 
found  by  the  HMO  during  a  physical  examination  upon  the 
beneficiary's  enrollment  in  the  health  plan,   and  are,  of 
course,  treated. 

Issue:     Economic  Assumptions.     Additional  sources  of  error 
may  arise  during  the  projection  of  the  AAPCCs  because  HCFA 
assumes  national  economic  and  medical  practice  trends  are 
identical  for  all  counties.     Local  health  cost  trends  are  not 
considered . 

Issue:     Criteria  to  Accept  HMO  Reimbursement  Data.     It  is 
important  to  accurately  determine  HMO  reimbursement  so  it  can 
be  removed  from  the  total  Medicare  expenditures.     This  is 
needed  in  order  to  compute  an  accurate  estimate  of  the 
f ee-f or-service  expenditures.     Concerns  have  been  expressed 
about  the  methods  used  for  estimating  HMO  reimbursement  data. 
Because  of  data  restrictions,   HCFA  has  set  criteria  for 
acceptable  HMO  reimbursement  data  so  that  poor  data  can  be 
filtered.     Questions  have  been  raised  about  the  development  of 
these  criteria  and  their  consistency  from  year  to  year. 

Nature  of  Problems  with  the  Demographic  Factors 

The  role  of  the  demographic  factors  is  to  measure  the 
extent  to  which  expected  reimbursement  for  HMO  enrollees 
differs  from  the  expected  reimbursement  for  f ee-f or-service 
beneficiaries.     If  HCFA  paid  risk  contractors  the  AAPCC,  it 
would  not  take  into  account  that  an  HMO  might  be  enrolling 
beneficiaries  who,   as  a  group,   are  different  from  those 
choosing  to  remain  in  the  f ee-f or-service  sector  in  that 
county.     For  example,   if  the  group  of  HMO  enrollees  are 
expected  to  have  lower  reimbursement  than  the  group  of 
beneficiaries  remaining  in  the  f ee-f or-service  sector 
(favorable  selection  into  the  HMO),   the  government  would 
overpay  the  HMO  if  it  paid  the  AAPCC.     Similarly,   if  the  HMO 
enrollees  were  people  expected  to  have  a  higher  reimbursement 
(adverse  selection  into  the  HMO),   the  risk  contractor  would  be 
unfairly  penalized.     The  demographic  factors,   therefore,  adjust 
the  AAPCC  to  bring  predicted  reimbursement  more  in  line  with 
the  type  of  people  who  enroll  in  each  HMO. 

The  Medicare  capitation  methodology  adjusts  the  AAPCC 
using  a  manual  rating  system. **9 .Manual  rating  classifies 
individuals  into  groups  by  their  expected  future  Medicare 
reimbursement,  where  the  groups  are  defined  by  demographic 
characteristics.     If  actual  reimbursement  for  an  individual 
deviates  from  the  "expected"  expenses   (which  are  the  average 
expenses  for  everyone  within  the  group),   ideally  the 
over-estimates  offset  the  under-estimates  and  the  group's 
average  actual  reimbursement  equals  the  average  predicted 
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reimbursement.  TEFRA  allows  HCFA  wide  discretion  in  selecting 
which  demographic  characteristics  to  use: 

"The  Secretary  shall  define  appropriate  classes  of 
members,  based  on  age,  disability  status,   and  such  other 
factors  as  the  Secretary  determines  to  be  appropriate,  so 
as  to  ensure  actuarial  equivalence.     The  Secretary  may  add 
to,  modify,  or  substitute  for  such  classes,   if  such 
changes  will  improve  the  determination  of  actuarial 
equivalence . **10 . " 

HCFA  currently  uses  four  demographic  characteristics  to  define 
groups  of  Medicare  beneficiaries:     age  (which  incorporates 
disability  status),   sex.  Medicaid  status,  and 
institutionalization  status. 

Issue;     Are  the  Data  Too  Old?     In  contrast  to  the  age  and 
sex  relative  costs,  which  are  updated  annually.  Medicaid  and 
institutional  reimbursement  relationships  are  based  on  data 
which  are  nearly  15  years  old.     Medicare  reimbursement  has 
changed  fundamentally  in  the  intervening  period,  especially  for 
hospitals  and  home  health  care.     Compounding  these  changes  are 
lower  rates  of  hospitalization,   increasingly  severe  case  mix, 
the  development  and  increasing  use  of  expensive  technologies, 
and  declining  lengths  of  stay  for  the  elder ly. **11 .     It  is 
possible,  however,  that  the  spending  relationships  among 
institutionalized,  non-institutionalized  and  Medicaid 
recipients  still  hold.     This  issue  is  addressed  in  a  study  of 
the  National  Long  Term  Care  Survey,   completed  in  early  1990  for 
the  Department  of  Health  and  Human  Services . **13 

Issue:     Medicaid  Status  as  an  Adjuster.     About  15%  of  the 
aged  are  also  covered  under  Medicaid.     The  objective  of  the 
Medicaid  status  adjustment  is  to  reflect  the  characteristics  of 
this  class  of  beneficiaries,  who  generally  have  higher  costs 
than  non-Medicaid  beneficiaries.     A  report  on  the  AAPCCs 
commissioned  by  Congress  questioned  whether  the  current  way  of 
defining  Medicaid  status  for  elderly  HMO  enrollees  is 
appropriate . **12 .     For  example,   it  is  plausible  that  the 
reimbursement  patterns  differ  for  the  medically  needy  (who  have 
high  medical  expenditures  and  should  have  a  higher  demographic 
factor)  versus  the  categorically  needy  (who  may  be  poor  yet 
relatively  healthy  and  thus  have  a  factor  more  similar  to  the 
non-institutionalized,   non-Medicaid).     Unfortunately,  little 
data  are  available  to  address  this  question,   although  one 
recent  study  looks  at  the  relative  costs  of  the 
institutionalized  on  the  basis  of  welfare  status. **14. 

Compounding  this  issue  is  that  a  person  who  might 
otherwise  be  medically  needy  may  not  spend  down  to  the  state 
entitlement  limits  because  that  person  is  enrolled  in  an  HMO. 
Although  these  people  cost  the  risk  contractor  more  to  care 
for,   the  risk  contractor  will  not  receive  the  higher  capitation 
even  those  that  beneficiaries  would  be  on  Medicaid  if  they  were 
in  the  f ee-f or-service  sector. 

Issue:     Institutional  Status  as  an  Adjuster. 
Institutional  status  is  another  logical  candidate  as  a 
capitation  adjuster.     However,  examination  of  the  factors  for 
the  institutionalized  suggests  potential  problems  with  the 
data.     First,   the  institutionalization  factors  for  the  elderly 
are  flat;  that  is,   the  same  factor  is  used  for  all  ages  over 
74.     Recent  detailed  analyses  from  the  National  Long  Term  Care 
Survey  (NLTCS)  of  institutional  use  show  the  oldest-old  (men 
and  women  above  age  85)  tend  to  use  institutions  more  for 
functional  care  than  as  a  source  of  intensive  medical  care. 
Empirically,   in  other  words,  the  institutionalization  factor 
for  the  oldest  old  should  be  lower  than  it  is  and  the  current 
flat  factors  may  overpay  this  rapidly  growing  sector  of  the 
population. **14 .     Second,  the  factors  may  not  reflect  the 
increased  reimbursement  to  SNFs  since  PPS  was  implemented  and 
hospitals  began  to  arrange  for  after-care  to  be  provided  in  SNF 
beds.     Such  after-care  typically  requires  more  expensive 
technology  in  the  SNF  setting  than  before  PPS,   and  the  current 
institutionalization  factors  for  younger  beneficiaries  are  too 
low. 


80 


-   10  - 

Issue:     Are  the  Factors  Too  Broad?     HCFA  applies  the 
demographic  factors  nationwide  and  assumes  the  relationships 
are  constant  for  all  counties.     However,   this  is  unlikely 
because  of  the  geographic  variation  in  community  practice 
patterns.     Age  and  sex  relationships  also  may  vary  among 
counties  with  different  income  and  educational  levels.  For 
example,   the  relationships  of  nationwide  institutional  factors 
may  not  hold  at  county  levels  since  the  number  of  nursing  home 
-beds  per  capita  varies  substantially  and  leads  tc  different 
reimbursement  totals. 

Similarly,  by  using  a  single  set  of  Medicaid  factors  for 
all  states,  HCFA  assumes  that  the  relative  costs  among  states 
are  the  same  as  for  the  entire  country.     In  practice,  there  is 
a  wide  variation  in  entitlement  to  Medicaid  and  in  covered 
services.     Thus,   the  assumption  of  identical  reimbursement 
relationships  is  implausible.     Unfortunately,   little  data  on 
Medicaid  reimbursement  are  collected  by  the  federal  government 
or  the  states. 

Issue:     The  Predictive  Power  of  the  Demographic  Factors 
Of  all  steps  in  the  Medicare  capitation  calculation,  the 
demographic  factors'   predictive  power  has  received  by  far  the 
most  attention  from  researchers.     The  statistical  term 
refers  to  the  proportion  of  the  variability  in  an  individual's 
Medicare  reimbursement  that  is  accounted  for  by  the  interaction 
of  age,  sex.  Medicaid  and  institutional  status.     A  perfect  set 
of  factors  would  predict  100%  of  the  variance  in 
reimbursement.     Researchers  consistently  find  that  the  current 
demographic  characteristics  of  age,  sex,  and  Medicaid  status 
(information  on  institutionalization  status  is  not  normally 
collected  by  hospitals  or  physicians)  have  an  r2  of  less  than 
1%  for  individuals,   although  the  current  AAPCC  can  explain 
about  10%  of  the  variance  for  a  large  group  of  randomly 
selected  individuals.     Many  investigators  are  looking  for 
additional  factors  which  will  increase  the        for  small  groups 
of  enrollees  (e.g.,  5,000  HMO  members)  with  a  typical  health 
histories  so  the  government  can  capitate  the  HMO  correctly  when 
the  HMO  experiences  biased  enrollment. 

From  a  policy  perspective,  useful  predictors  for  purposes 
of  Medicare  capitation  should  have  the  following 
characteristics : **16 . 

o        They  should  define  groups  of  individuals  with  relatively 
uniform  Medicare  reimbursement. 

o        Data  on  predictors  should  be  easy  to  collect  and  not 

entail  significant  financial  expense  or  administrative 
difficulty. 

o        Predictors  should  be  easy  for  the  government  to  monitor 
and  difficult  for  providers,  who  have  an  incentive  to 
influence  capitation  rates,  to  manipulate. 

o        Predictors  should  not  provide  incentives  for  inefficient 
care . 

Research  on  predictors  of  future  utilization  by 
individuals  has  advanced  considerably  in  recent  years.  Many 
measures  incorporate  functional  ability  and  social  contacts  as 
well  as  physiological  status.     Few  of  these  measures  meet  the 
criteria  listed  above  for  capitation  adjusters,  however, 
particularly  the  administrative  cost  criterion. 

Many  researchers  have  proposed  adding  a  health  status 
measure  to  the  current  demographic  information  used  to  classiby 
beneficiaries.     One  approach  looks  at  the  prior  reimbursement 
("prior  use")  for  any  Medicare  covered  services . **17 .  Prior 
use  is,  in  general,  a  consistent  predictor  of  subsequent 
utilization:     persons  with  a  high  number  of  physician  visits  or 
a  hospitalization  last  year  are  likely  to  have  high  use  again 
this  year.     A  major  advantage  of  this  measure  is  that  data  on 
an  individual's  use  of  health  care  are  available  in  the 
Medicare  claims  system  for  those  individuals  who  have 
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previously  been  in  the  f ee-f or-service  sector.     However,  a 
short-coming  is  that  information  —  especially  for  physician 
visits  —  is  not  available  for  beneficiaries  who  have  just 
become  entitled  to  Medicare  (e.g.,  turned  65)  or  for 
beneficiaries  enrolled  in  an  HMO.     Information  also  is  not 
available  for  beneficiaries  who  do  not  meet  the  annual  Part  B 
deductible  or  who  do  not  file  claims,  but  these  people  are 
likely  to  be  very  similar  to  healthy  beneficiaries  who  never 
see  a  physician  at  all.     Almost  half  of  the  Medicare 
beneficiaries  do  not  use  any  Medicare  covered  services  during 
the  year.**18.  Additional  research  on  prior  use  is 

needed  on  the  strength  of  individual  predictors,  their 
interaction  effects,  their  cumulative  ability  to  explain 
differences  between  patients'  use  of  medical  care,   and  their 
ability  to  predict  accurately  future  costs  for  groups  of 
patients  that  show  selection  bias.       A  major  difficulty  of 
using  prior  use  to  adjust  the  AAPCC  is  that  the  volume  of 
visits  or  reimbursement  may  mostly  reflect  the  behavior  of 
different  providers  rather  than  a  beneficiary's  health 
status . **19 . 

Another  line  of  investigation  addresses  the  last  problem 
by  looking  at  discretionary  versus  nondiscretionary  use  of 
reimbursable  hospital  services . **20 .     One  model,   for  example, 
includes  classifying  the  disease  by  chronicity,  major 
diagnostic  category,  age,  sex,  disability  status  of  the  aged, 
whether  or  not  the  Part  B  deductible  was  met,   and  whether  there 
were  0,   1,  or  more  hospitalizations . **22 . 

A  promising  approach  to  improving  the  adjustment  of  the 
AAPCC  for  selection  bias  is  "diagnostic  cost  groups"   (DCGs) . 
Factors  based  on  DCGs  are  similar  to  the  current  AAPCC* s 
demographic  factors.     They  reflect  the  relative  costs  of 
Medicare  f ee-f or-service  beneficiaries  grouped  by  age,  sex, 
welfare  status  and  diagnosis  of  any  hospitalizations  in  the 
year  immediately  preceding  the  year  for  which  the  capitation 
payment  is  to  be  set.     The  approach  is  based  on  the  finding 
that  hospitalization  of  a  Medicare  beneficiary  in  one  year  for 
certain  diagnoses  is  followed  by  higher  reimbursement  in 
subsequent  years. 

While  DCGs  may  be  better  predictors  of  future  Medicare 
reimbursement  than  demographic  factors,   they  fail  to  address 
some  shortcomings  of  the  current  AAPCCs.     Neither  method,  for 
example,   accounts  for  a  beneficiary's  prior  unmet  needs  and 
risk  contractors'  upfront  costs  of  enrolling  new  beneficiaries. 
Neither  explicitly  recognizes  in  a  separate  demographic  cell 
the  additional  health  care  costs  of  the  frail  elderly, 
particularly  high  Part  B  users  who  are  never  hospitalized.  Of 
importance,   the  costs  of  patients  who,   in  the  f ee-f or-service 
sector,  might  be  hospitalized  for  treatments  (e.g.,  cancer 
therapy)  but  through  the  HMO  are  treated  on  an  outpatient 
basis,   are  not  recognized  in  the  DCG  model,   although  the 
discretionary  feature  was  intended  to  mitigate  this. 

Second,   the  model  to  be  tested  is  based  on  f ee-f or-service 
practice  patterns.     For  a  given  health  status,  however,  HMOs 
may  be  less  likely  to  hospitalize  a  beneficiary  than  the 
f ee-f or-service  sector,   in  which  case  a  greater  proportion  of 
members  would  be  classified  in  DCG-0  (the  category  of  healthy 
beneficiaries)  than  in  the  f ee-f or-service  population. 
Moreover,  the  relative  costs  among  DCGs  may  be  different 
between  the  f ee-f or-service  sector  and  HMOs,  particularly  in 
the  high  cost  tail  of  the  expense  distribution . **23 . 

Third,   the  requirement  in  the  current  DCG  payment  model 
that  beneficiaries  be  hospitalized  for  three  days  may 
inappropriately  exclude  HMO  members  who  are  discharged  earlier 
into  less  expensive  settings.     Additional  research  shows  that 
the  predictive  power  is  not  significantly  affected  by  including 
short  stays  in  the  DCG  classification  system,   so  the  three  day 
stay  requirement  may  be  dropped  from  the  methodology. 

Fourth,  some  people  argue  that  a  beneficiary  in  a  high  DCG 
should  not  be  reclassified  into  DCG-0  (the  healthy  population) 
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after  12  months  of  no  admissions.     Instead,  the  adjusted 
payments  should  drop  back  over  a  period  of  time.     HCFA  is 
currently  funding  a  study  which  will  look  at  the  patterns  of 
Medicare  reimbursement  in  the  months  following  a  discharge  for 
various  diagnoses. 

Fifth,   a  number  of  people  feel  the  DCG  payment  does  not 
begin  soon  enough  after  hospitalization.     Under  the  current 
model,   the  capitation  would  not  increase  until  the  anniversary 
date  of  the  member's  enrollment  in  the  HMO,  which  could  be  as 
long  as  15  months  after  the  hospital  discharge.     A  new  model 
which  starts  the  DCG  payment  in  the  month  immediately  after  a 
qualifying  discharge,  has  been  developed.     This  "continuous 
update"  model  more  than  doubles  the  predictive  power  for 
individuals  than  the  annual  DCG  model,   from  an  individual  r2  of 
3.9%  to  8.7%.     The  continuous  update  model  also  improves  the 
ability  to  predict  the  costs  of  groups. 

Despite  these  criticisms,  the  current  DCG  model  results  in 
a  predictive  power  which  is  a  substantial  improvement  over  the 
demographic  factors,   at  least  for  randomly  selected 
beneficiaries.     DCGs  use  information  which  is  routinely 
collected  and  easy  to  audit.     By  including  a  discretion 
component,   the  perverse  incentives  attributed  to  other  prior 
use  models  are  reduced.     HCFA  contracted  with  two  risk 
contractors  in  1989  and  these  in  1990  to  pilot  the  DCG  payment 
system.     The  pilot  has  encountered  operational  and 
administrative  problems,  mostly  related  to  identifying  the  HMO 
members  who  were  admitted  to  a  hospital.     In  addition,  there  is 
some  concern  that  government  budgetary  constraints  might  limit 
an  extension  or  expansion  of  DCG  demonstrations. 

CONCLUSION 

In  conclusion  a  Medicare  capitation  methodology  should 
account  for  differences  in  local  costs  of  providing  Medicare 
benefits  and  also  adequately  adjust  for  the  adverse  or 
favorable  selection  of  beneficiaries  into  risk  contracts.  The 
method  should  not  penalize  risk  contractors  have  biased 
selection  nor  reward  HMOs  that  have  favorable  selection. 
Although  the  current  capitation  methodology  partially  meets 
these  objectives,   it  does  not  distinguish  very  well  between 
Medicare  beneficiaries  likely  to  have  high  reimbursement  in  the 
coming  year  from  those  likely  to  have  low  reimbursement.  The 
diagnostic  cost  group  (DCG)  model  appears  to  be  the  best 
available  method  which  meets  the  criteria  for  adjusting 
capitation  rates.     It  does  a  relatively  good  job  of  predicting 
the  reimbursement  for  large  groups  of  beneficiaries. 
Additional  refinements  under  study  make  rate  adjusters  based  on 
prior  diagnosis  appear  even  more  promising.     However,  the 
impact  of  DCGs  on  the  capitation  rates  must  be  thoroughly 
assessed  to  avoid  disruptions  which  would  lead  to  beneficiaries 
disenrolling  from  the  program  or  to  HMOs  dropping  contracts. 

When  addressing  the  problems  raised  by  selection,   it  is 
important  to  keep  in  mind  that  as  long  as  beneficiaries  can 
choose  among  two  or  more  health  delivery  systems,  selection 
effects  will  inevitably  arise.     The  resulting  uneven 
distribution  of  health  risk  will  have  to  be  accounted  for  in  a 
fair  and  equitable  capitation  system. 

Another  important  consideration  is  that  the  essential 
nature  of  capitation  is  to  shift  the  risk  to  providers  for  the 
care  of  a  group,  not  for  individuals.     In  fact,   it  is  unlikely 
that  any  model  will  be  able  to  predict  the  use  of  medical  care 
for  individuals.     At  the  same  time,  more  research  is  needed  for 
reimbursement  of  the  number  of  Medicare  beneficiaries  typically 
enrolled  j.n  risk  contract   (less  than  10,000). 

SELECTION  CONCERNS  WITHIN  THE  MEDICARE  RISK  CONTRACTING  PROGRAM 

Although  selection  concerns  have  existed  from  the  start  of 
the  Medicare  risk  contracting  program,   there  has  never  been  an 
appropriate  study  of  this  issue.     And  although  a  number  of 
studies  have  been  conducted,  most  have  followed  the  same  design 
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and  have  been  subject  to  the  same  flaws  and  limitations.  The 
impact  of  these  flaws  has  been  to  overstate  estimates  of 
favorable  HMO  selection  within  the  program  while  failing  to 
provide  the  empirical  base  of  knowledge  needed  to  properly 
understand  selection  effects  and  to  identify  the  most 
appropriate  policy  responses  to  these  problems. 

In  any  program  involving  voluntary  choice,  there  are 
likely  to  be  differences  between  those  who  join  a  plan  and 
those  who  do  not.     As  long  as  these  differences  are  voluntarily 
derived  and  not  influenced  by  plan  behavior,   such  selection 
effects  are  appropriate  and  consistent  with  both  competitive 
theory  and  the  kinds  of  Congressional  interests  which  developed 
the  Medicare  risk  contracting  program  on  a  voluntary  basis. 

From  a  public  policy  perspective,   the  key  concern  is  one 
of  assuring  that  the  rates  paid  for  care  appropriately  reflect 
any  selection  effects  which  occur  in  enrollment  to  the  extent 
these  effects  are  correlated  with  expected  health  care  costs 
for  those  enrolled  in  HMOs  versus  other  delivery  systems.  Such 
adjustments  are  particularly  critical  within  the  Medicare 
program  since  the  rates  paid  to  HMO  risk  contractors  are  based 
on  a  percentage  of  the  anticipated  f ee-f or-service 
expenditures.     Unless  appropriate  adjustments  are  made,  the 
government  will  pay  more  than  intended  by  Congress  if  favorable 
selection  occurs.     Conversely,   if  HMOs  draw  a  more  severely  ill 
case-mix  (adverse  selection),  plans  will  be  underpaid. 
Appropriate  adjustments  also  are  desirable  to  establish  rates 
which  do  not  inadvertently  penalize  or  reward  plans  based  on 
their  patient  mix  rather  than  their  relative  efficiency. 

THE  DIFFICULTIES  IN  MEASURING  SELECTION 

There  are  a  number  of  serious  methodological  problems 
involved  in  the  design  of  selection  studies  of  the  Medicare 
risk  contracting  program.     The  most  direct  measure  of 
selection — health  or  functional  status — is  not  included  in 
routine  administrative  records,  expensive  to  measure,  and 
unless  carefully  developed,   subject  to  manipulation. 
A  commonly  used  proxy,  utilization  or  cost,   is  inappropriate 
for  currently  enrolled  individuals  in  HMOs  because  HMO 
performance  influences  these  measures  and  because  benefit 
differences  also  confound  any  comparison. 

Because  of  these  problems,  most  studies  have  focused  on 
comparisons  of  new  entrants  into  the  HMO  system,  despite  the 
fact  that  this  excludes  the  vast  majority  of  HMO  enrollees  in 
mature  plans  and  does  not  capture  the  aging  process  inherent  in 
continuously 

enrolled  individuals.     Prior  use  or  cost  measures  also  may  be 
biased  if  those  beneficiaries  anticipating  a  switch  in  plan 
delay  utilization  pending  a  switch  or  because  they  are 
dissatisfied  with  their  current  providers.     To  the  extent  this 
occurs,   the  health  status  of  "switchers"  is  overstated  and 
pent-up  demand  is  created  which  can  add  to  the  costs  of  new 
entrants  once  they  switch  plans,   also  referred  to  as  "start  up" 
costs.     Such  added  costs  also  occur  if  better  case  finding  in 
the  new  system  results  in  additional  conditions  being 
identified  which  need  treatment.     In  addition,  prior  use  or 
cost  measures  are  subject  to  "regression  to  the  mean",  a 
statistical  phenomenon  which  occurs  when  large  differences 
become  more  similar  over  time  because  of  the  role  of  chance. 
Beebe  found,   for  example,  that  in  a  simulation  of  HMO  favorable 
selection.  Medicare  lost  money  in  the  first  three  years  but 
because  of  regression  to  the  mean,  early  losses  were  recouped 
by  the  seventh  year. 

EVIDENCE  ON  SELECTION 

The  most  comprehensive  study  of  selection  effects  for 
Medicare  risk  enrollees  was  undertaken  as  part  of  the  Medicare 
Competition  demonstration  evaluation.     This  study — whose 
results  have  been  widely  reported — concluded  that  HCFA  paid 
between  15  percent  and  33  percent  more  for  beneficiaries 
enrolled  in  HMOs  than  it  would  have  paid  had  those  enrollees 
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been  served  by  the  f ee-f or-service  sector.     Unfortunately,  this 
analysis  is  based  on  the  prior  use  methodology  noted  above  and 
is  subject  to  all  the  flaws  inherent  in  that  methodology. 

In  addition,  the  conclusion  ignores  the  fiscal  impact  on 
plans  of  the  improved  access  which  is  likely  to  result  from 
enrollment  in  the  HMO.     Medicare  beneficiaries  who  were  poor 
(but  not  eligible  for  Medicaid),  did  not  have  prior  Medigap 
insurance,   and  did  not  have  a  regular  source  of  care,  were  four 
times  as  likely  to  join  an  HMO.     Because  of  financial  barriers 
to  care,   these  individuals  were  likely  to  have  lowered  prior 
use;  once  enrolling  however,   the  limited  financial  barriers 
that  are  part  of  the  HMO  delivery  structure  are  likely  to 
result  in  additional  utilization  to  address  existing  health 
problems  and  pent  up  demand.     Related  study  findings  also  show 
HMOs  do  a  better  job  of  routine  care,  with  better  medical 
history  taking,  more  complete  physical  examinations,  more 
screening  tests,  and  greater  frequency  of  immunizations.  These 
practices  also  are  likely  to  increase  the  initial  expense  of 
treating  new  enrollees  in  HMOs. 

Existing  studies  of  selection  were  conducted  in  the  early 
phases  of  the  Medicare  risk  contracting  program,  mostly  when 
the  program  itself  was  only  a  demonstration.     There  are  a 
number  of  reasons  why  it  is  difficult  to  generalize  from  this 
period  to  both  the  present  and  to  the  future. 

Current  HMO  participants  in  the  program  represent  a 
broader  cross-section  of  the  industry — they  also  are  more 
likely  to  include  IPAs,  which  research  shows  are  less   likely  to 
evidence  favorable  selection.     The  current  program  does  not 
allow  for  health  screening,  which  was  allowed  under  the 
demonstration. 

Perhaps  most  significantly,   the  current  program  represents 
a  more  mature  stage  of  development.     Since  the  early 
demonstration  phase,  HMOs  have  become  much  better  known.  An 
increasing  share  of  newly  eligible  Medicare  beneficiaries  had  a 
choice  of  an  HMO  option  while  employed  and  hence  may  not  have 
to  switch  providers  to  enroll  under  the  Medicare  risk  program. 
Most  importantly,   a  considerably  higher  share  of  Medicare 
enrollees  represent  continuously  enrolled  individuals.  The 
most  recent  HCFA  data  indicates  that  914,000  of  the  1.1  million 
current  risk-based  enrollees  have  been  continuously  enrolled  in 
a  risk-based  plan  for  at  least  12  months   (of  this),   893,038  in 
the  same  plan.     A  total  of  757,000  current  risk  enrollees  were 
enrolled  in  an  HMO  for  two  continuous  years.  Epidemiology 
dictates  that  this  population  is  likely  to  grow  increasingly 
old  and  infirm.     Over  time,  even  if  favorable  selection  exists, 
its  effects  are  likely  to  dissipate  or  even  potentially 
reverse.     This  has  happened,   for  example,   in  the  Federal 
Employees  Health  Benefits  Program,  where  the  oldest 
participating  plans  tend  to  have  higher  percentages  of 
annuitant  enrollment. 

THE  CURRENT  TEFRA  EVALUATION 

For  the  preceeding  reasons,  GHAA  is  extremely  disappointed 
with  the  design  of  the  current  HCFA  funded  evaluation  of  the 
TEFRA  program  which  is  being  undertaken  by  Mathematica  Policy 
Research.     Coming  on  the  heels  of  a  number  of  existing  studies, 
this  comparatively  well-funded  study  had  a  unique  opportunity 
to  build  on  past  experience  to  extend  knowledge. 
Unfortunately,   not  only  was  that  opportunity  bypassed  by  the 
design  of  that  study,   the  very  design  used  is  likely  to  miss 
one  of  the  most  important  contributions  that  study  could  have 
made  to  understanding  how  selection  changes  over  time. 

As  noted  previously,  over  four-fifths  of  all  Medicare 
beneficiaries  currently  enrolled  in  risk  based  HMOs  have  been 
enrolled  for  at  least  a  year.     Yet  the  TEFRA  evaluation  focuses 
only  on  new  enrollees,   thus  ignoring  not  only  the  vast  majority 
of  enrollees  but  the  very  group  which  needs  to  be  studied  if 
the  critical  question  of  changes  in  selection  over  time  is  to 
be  addressed.     When  questioned  about  this  omission,  HCFA  staff 
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point  out  that  studies  of  current  enrollees  are  difficult  to 
undertake.     While  true,  what  good  is  a  study  if  it  ignores  the 
most  important  questions  which  policy  makers  need  answered? 

We  are  similarly  disappointed  that  the  study  makes  little 
effort,   if  any  at  all,  to  assess  empirically  the  concerns  HMOs 
have  expressed  about  selection  studies.     It  would  be  extremely 
useful  to  have  used  the  study  to  assess  the  role  of  pent-up 
demand,  unmet  need,  better  case  finding,  expanded  Medigap 
coverage,  propensity  to  consume  and  related  factors  influencing 
initial  and  later  year  cost  experience  for  Medicare  enrollees 
in  HMOs.     Yet  these  issues  are  handled  incompletely  at  best  in 
the  current  evaluation. 

As  an  industry,  we  believe  that  competition  should  be 
fair.     Rates  should  appropriately  reflect  selection 
differences.     For  equity  reasons,  these  adjustments  should  be 
on  a  plan-specific  basis  so  that  plans  are  neither  rewarded  nor 
penalized  based  on  their  enrollment  mix.     Despite  the  current 
studies,  we  remain  unconvinced  that  favorable  selection  occurs 
within  the  Medicare  population — at  least  to  the  extent 
represented  in  the  existing  literature.     We  also  believe  that 
favorable  selection  is  likely  to  dissipate  over  time  as  more 
experience  is  gained.     We  welcome  working  with  Congress,  HCFA 
and  others  on  these  issues  to  develop  appropriate  studies  and 
measures  for  selection  and  appropriate  tools  for  adjustment. 

PRO  REVIEW  OF  HMOS 

One  aspect  of  the  Medicare  program  that  has  been 
particularly  burdensome  for  HMOs  is  the  peer  review  process. 
The  purpose  of  the  PRO  program,  which  applies  to  both  HMOs  and 
f ee-f or-service  providers,   is  to  insure  that  beneficiaries  have 
access  to  high  quality  medical  care.     It  is  highly  questionable 
whether  this  objective  is  being  satisfied,   and  in  the  case  of 
HMOs,  the  program  as  currently  structured  may  even  impede  the 
development  of  strong  internal  quality  improvement  systems. 

The  origins  of  the  Medicare  PRO  program  rest  with  the 
f ee-f or-service  sector.     Review  of  care  in  HMOs  and  CMPs  was 
not  mandated  until  1985.     The  PRO  program  was  not  designed  with 
HMOs  in  mind — the  regulations,  quality  review  approach  and 
organizational  arrangements  fashioned  for  the  f ee-f or-service 
sector  were  by  and  large  applied  to  prepaid  health  care  systems. 

The  current  PRO  review  process  is  perhaps  best  described 
as  an  "inspection"  process.     A  sample  of  cases  is  selected  and 
an  "inspector"  reviews  each  one  to  identify  possible  problems. 
If  a  problem  is  identified,  the  provider  may  be  required  to 
develop  a  corrective  action  plan  and/or  sanctions  may  be  levied. 

The  process  focuses  on  individual  cases  and  individual 
providers,  not  systems  of  care  in  which  there  is  a  defined 
enrolled  population  and  a  defined  network  of  providers  and 
support  services.     The  PRO  process  fails  to  recognize  and  take 
advantage  of  the  unique  characteristics  of  health  maintenance 
organizations.     For  example,  cases  selected  by  the  PRO  for 
review  pertain  to  beneficiaries  who  have  used  medical  services 
or  died;  the  process  ignores  those  beneficiaries  that  did  not 
"enter"  the  health  system,   some  of  whom  may  be  experiencing 
difficulties  gaining  access  to  needed  services.     Unlike  the 
f ee-f or-service  sector,  HMOs  accept  responsibility  for  a 
defined  population  of  Medicare  beneficiaries  and  present  a 
unique  opportunity  for  the  PRO  to  shift  its  focus  from 
individual  cases  to  population-based  quality  measures. 

Another  problem  with  the  current  PRO  program  is  that  it 
imposes  local  f ee-f or-service  standards  and  practices  on  the 
prepaid  sector.     By  Congressional  mandate,   the  PRO  program  must 
adhere  to  the  norms  and  standards  that  govern  medical  practice 
in  a  community.     Since  f ee-f or-service  is  still  the  dominant 
mode  of  practice  in  the  majority  of  communities,   this  mandate 
results  in  f ee-f or-service  practices  being  applied  to  HMOs. 
This  approach  fails  to  recognize  that  HMOs  are  intended  to 
modify  medical  practice;  HMOs  are  by  design  expected  to  place 
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greater  emphasis  on  the  provision  of  comprehensive,  coordinated 
care,  on  prevention  and  primary  care,   and  on  the  elimination  of 
unnecessary  services  or  services  of  questionable  value.  Local 
f ee-f or-service  practice  is  not  and  should  not  be  viewed  as  the 
"gold  standard.". 

Large  HMOs  that  are  national  or  regional  in  scope  find  it 
particularly  difficult  to  conform  to  a  state-based  PRO 
process.     Many  of  these  systems  are  striving  to  bring  medical 
practice  in  line  with  the  best  available  knowledge  regarding 
efficacy  and  by  doing  so  to  achieve  a  degree  of  consistency  in 
medical  practice  across  regions. 

Most  PROS  have  failed  to  establish  appropriate  mechanisms 
for  representation  of  HMO  physicians  within  their 
organizational  structures  and  continue  to  rely  heavily  on  staff 
and  physician  reviewers  lacking  knowledge  and  experience  in 
prepaid  health  care.     In  light  of  the  fact  that  there  has  been 
some  degree  of  animosity  between  f ee-f or-service  medicine  and 
prepaid  health  care  in  the  past,   steps  should  be  taken  to 
increase  HMO  input. 

The  PRO  program's  inspection  approach  to  quality  review  is 
extremely  costly  and  direct  federal  expenditures  are  only  a 
part  of  the  cost.     To  comply  with  PRO  review,  HMOs  must 
increase  both  professional  (R.N.)  and  clerical  staff  and  incur 
significant  costs  associated  with  the  copying  and  transporting 
of  medical  records  to  a  central  location  for  inspection  by  PRO 
staff.     HCFA  does  reimburse  HMOs  for  some  of  the  costs  of 
copying  (at  a  rate  of  $0.05  per  page),  but  needless  to  say, 
this  falls  far  short  of  actual  costs.     The  medical  record 
collection  process  can  also  be  very  complex  logistically  for 
HMOs  that  contract  with  large  numbers  of  physicians  in  private 
practice  and  with  multiple  hospitals,  home  health  agencies  and 
other  institutional  providers. 

Benefits  derived  from  the  current  PRO  process  are 

questionable.     The  process  is  designed  to  identify  the  "bad 

apples"  -  not  continuously  improve  the  practice  of  the  majority 

of  physicians.  Of  all  the  cases  reviewed  by  PROs,  only  a  very 
small  fraction  were  found  to  have  serious  patient  care 

problems.     It  is  difficult  to  justify  continued  federal  and  HMO 

expenditures  in  support  of  a  program  with  such  a  low  yield. 

It  is  time  for  the  PRO  program  to  adopt  a  new  strategy  and 
this  strategy  should  be  at  least  consistent,   if  not 
synergistic,  with  the  efforts  of  managed  care  organizations  to 
build  strong  internal  quality  improvement  systems.     This  is  not 
to  say  that  identifying  incompetent  or  impaired  physicians 
isn't  important —  HMOs  generally  do  this  through  their 
credentialing  and  recredentialing  processes.     But  there  is  far 
greater  potential  to  improve  medical  practice  as  a  whole  by 
focusing  on  the  typical  physician  and  creating  an  environment 
that  will  encourage  marginal  improvements  in  practice.  This 
"environment"  is  a  managed  care  system  that  includes 
information  for  problem  identification,   feedback  and 
monitoring;  positive  incentives  for  improving  performance; 
strong  clinical  and  managerial  leadership;   formal  and  informal 
peer  review  processes;   and  well-defined  support  systems  for 
providing  patient  care  with  appropriate  checks  and  balances. 

The  PRO  program  has  thus  far  focused  little  attention  on 
efforts  to  promote  the  development  of  strong  internal  quality 
improvement  systems  in  HMOs.     The  PRO  program  does  provide  HMOs 
with  the  option  of  undergoing  a  review  of  their  internal 
quality  assurance  program,  which  if  found  to  satisfy  certain 
criteria,   results  in  the  HMO  being  granted  "limited"  review 
status.     This  is  a  step  in  the  right  direction,  but 
unfortunately  the  "limited  review"  process  has  not  been 
structured  or  implemented  properly. 

The  most  serious  flaw  in  the  limited  review  program  is  the 
absence  of  a  strong  external  review  process  for  assessing  the 
adequacy  of  an  HMOs  internal  quality  improvement  mechanisms. 
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Conducting  external  reviews  of  internal  quality 
improvement  programs  is  a  complex  process.     Organizations  with 
extensive  experience  in  this  area,   such  as  the  Joint  Commission 
on  the  Accreditation  of  Healthcare  Organizations  (JCAHO)  and 
the  National  Committee  for  Quality  Assurance  (NCQA) ,  have 
invested  a  great  deal  in  the  development  of  standards,  the 
training  of  reviewers,   and  the  specification  of  a  review 
process.     It  is  not  cost-effective  nor  desirable  to  have 
individual  PROs  develop  external  review  programs.  Greater 
centralization  of  the  external  review  process  is  needed. 
Consideration  should  also  be  given  to  establishing  mechanisms 
to  insure  that  HMOs  are  not  subject  to  multiple  external  review 
programs  by  the  federal  government,  the  state  governments,  and 
private  purchasers. 

The  majority  of  HMOs  have  not  sought  limited  review  status 
because  they  have  little  incentive  to  do  so.     In  theory,  HMOs 
granted  limited  review  status  are  supposed  to  be  subject  to 
lower  levels  of  ongoing  case  review  than  HMOs  placed  on  the 
"basic"  level  of  review.     In  reality  however,   there  is  little 
difference,   if  any,   in  the  sample  sizes  for  small  and  medium 
size  HMOs  on  limited  versus  basic  review.     So,   for  some  HMOs, 
there  is  no  incentive  to  seek  limited  review. 

In  addition  to  lower  levels  of  ongoing  case  review,  the 
types  of  cases  sampled  and  the  process  for  reviewing  these 
cases  is  supposed  to  be  somewhat  different  for  HMOs  granted 
limited  review  status.     Due  to  a  lack  of  clear  direction  from 
HCFA  and  poor  implementation  practices  on  the  part  of  PROs, 
some  HMOs  have  not  benefitted  from  this  aspect  of  the  limited 
review  process.     If  changes  are  not  made  soon,   these  HMOs  will 
likely  voluntarily  relinquish  their  limited  review  status. 

In  summary,  major  changes  are  needed  in  the  PRO  program. 
A  process  should  be  put  in  place  immediately  to  address 
operational  issues  such  as  the  need  for  greater  consistency  and 
clarity  in  PRO  practices,  mechanisms  to  facilitate  greater 
input  from  HMOs  at  the  local  level,   and  problems  with  the 
limited  review  process,  to  name  but  a  few  concerns. 

Over  the  long  run,   the  PRO  program  should  experiment  with 
alternative  review  processes  that  place  greater  emphasis  on  the 
development  of  strong  internal  quality  improvement  systems  and 
the  use  of  population  level  indicators  of  quality  rather  than 
the  review  of  large  samples  of  individual  cases.     It  is  also 
apparent  that  some  consideration  should  be  given  to 
centralizing  or  regionalizing  certain  aspects  of  the  PRO 
program,   such  as  the  external  review  process  of  HMOs'  internal 
quality  improvement  systems. 

MID  CONTRACT  CHANGES  IN  BENEFITS  AND  PAYMENT 

Another  problem  in  this  program  which  creates  additional 
"risk"  for  contractors  is  mid-contract  changes  in  benefits  and 
payment.     The  Medicare  Risk  contractor  agrees  to  provide  at  a 
minimum  the  required  basic  Medicare  services.     Based  on  the 
Medicare  coverage  obligations,  the  HMO  arranges  provider 
contracts,  develops  a  budget,  establishes  a  benefit  package 
that  includes  supplemental  benefits  and  a  sets  a  monthly 
premium  and  coinsurance.     Then  the  HMO  is  "locked  in"  to 
providing  these  benefits  for  a  full  year  at  the  premium  and 
copayment  levels  established  in  advance. 

Essentially,   the  Medicare  risk  contract  is  a  "fixed  price" 
contract.     Unfortunately,  there  have  been  frequent  mid-year 
changes  in  both  Medicare  benefits  and  payments  which  have  had  a 
negative  impact  on  the  Medicare  risk  program  -  both  the 
beneficiary  and  the  HMO.     The  HMO  has  little  or  no  flexibility 
to  adjust  to  these  reductions  in  payment. 

The  1985,   1987  and  1989  Gramm-Rudman  reductions  were  a 
prime  example  of  the  government's  unreliability  as  a  business 
partner.     These  mid-contract  payment  cuts  disrupted  the 
programs'   financial  underpinnings  and  caused  consternation 
among  the  elderly.     Although  the  1987  payment  reduction  was 
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restored  and  the  1989  reduction  in  payment  was  of  shorter 
duration  than  for  other  providers,   thanks  to  the  Chairman's 
help.     HMOs  with  Medicare  contracts  should  be  exempt,  treated 
as  a  "fixed  price"  contract  under  Gramm-Rudman  sequestration 
since  unlike  f ee-f or-service  providers  they  are  unable  to 
recoup  the  reduction  in  payment. 

Section  here  on  mid-contract  benefits  -  SNF  example;  also 
suggest  January  1  effective  date  on  coverage  changes  for  HMOs. 

Mid-contract  changes  in  coverage  obligations  have  also 
been  a  particular  problem.     In  addition  to  Congressionally 
mandated  benefit  expansion  which  have  other  than  a  January  1 
effective  date,  changes  in  benefit  interpretations  or  other 
Administrative  actions  by  HCFA  have  had  the  same  effect  - 
expanding  coverage  which  must  provide  with  no  corresponding 
change  in  payment.     The  HMO  has  not  been  permitted  to  delay  the 
effective  date  to  January  1  for  these  changes,   adjust  HMO 
premiums  or  coinsurance,  nor  has  the  AAPCC  adjusted  or 
retroactive  payment  on  a  cost  basis  allowed. 

The  impact  of  such  a  change  is  best  demonstrated  by  the 
new  SNF  guidelines  which  were  effective  April  1,   1988.  For 
many,  but  not  all  parts  of  the  country,  both  SNF  admissions  and 
bed  days  increased  dramatically  for  both  risk  contracts  and  the 
f ee-f or-service .     The  result  is  increased  HMO  expenses  for 
nursing  home  care  and  increased  administrative  costs  associated 
with  managing  the  patients. 

GHAA  recommends  that  all  changes  in  Medicare  coverage 
obligations  through  Congressional  or  administrative  action,  be 
effective  January  1,   at  the  start  of  the  contract  year.     At  a 
minimum,  HMOs  must  be  appropriately  paid  for  these  additional 
services . 

ENROLLMENT  COMPOSITION  FLEXIBILITY 

Under  current  law.  Medicare  risk  contractors  are  required 
to  meet  a  50/50  enrollment  composition  requirement  -  no  more 
than  50  percent  of  their  enrollment  may  be  composed  of 
Medicare/Medicaid  beneficiaries. 

Because  of  HCFA's  current  refusal  to  grant  waivers  to  the 
rule.  Congress  has  intervened  in  at  least  three  cases.  Some 
members  of  Congress  have  recently  expressed  interest  in 
pursuing  appropriate  standards  for  flexibility  which  could  be 
applied  in  a  consistent  manner. 

Waivers  were  designed  to  facilitate  enrollment  in 
qualified  HMOs  serving  the  elderly.     This  is  still  a  legitimate 
and  desirable  objective.     Just  as  inner  city  HMOs  need  Medicaid 
waivers,   so  do  HMOs  in  areas  where  there  is  a  concentration  of 
elderly.     Moreover,   this  enrollment  composition  requirement 
neglects  to  consider  the  existence  of  the  "dual  eligible." 
Because  of  the  50/50  rule,   the  risk  program  may  not  even  be 
offered  to  additional  Medicare  beneficiaries  in  certain  areas. 

The  true  test  of  an  HMO/CMP  is  the  quality  of  care  it 
provides.     The  50/50  enrollment  requirement  may  not  be  the  best 
measure  of  quality.     Quality,   coupled  with  financial  viability, 
is  the  true  protection  against  a  proliferation  of  Medicare 
mi  1 Is  . 

Perhaps  TEFRA  should  be  amended  to  permit  multi-state 
HMOs,   as 'long  as  they  are  meeting  or  exceeding  the  quality 
review  criteria,   to  adjust  their  local  or  regional  enrollment 
mix.     In  order  to  qualify  for  additional  flexibility,   an  entity 
could  also  be  required  to  me  additional  higher  standards.  For 
example,   it  could  be  required  to  show  several  years  of 
successful  commercial  and  Medicare  operational  success  as  well 
as  a  demonstrated  track  record  of  financial  soundness. 

HMO  PHYSICIAN  INCENTIVE  ARRANGEMENTS 

HMOs  provide  care  for  patients  for  a  preset  fixed  payment 
and  incentive  arrangements  with  providers  are  designed  to 
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promote  efficient  and  effective  delivery  of  quality  health 
services.     The  goal  is  to  preserve  quality  care  and  eliminate 
unnecessary  services.     To  restrict  the  use  of  incentive 
arrangements  would  have  a  profound  effect  on  an  ^^MO•s  ability 
to  provide  cost  efficient  and  quality  health  care. 

The  OBRA  1986  provision  which  prohibits  the  use  of 
physician  incentive  compensation  arrangements  by  HMOs, 
(originally  effective  April  1,   1989,  but  extended  until  April 
1,   1991,)  was  sponsored  by  the  Chairman.     This  was  in  response 
to  the  "Paracelsus"  hospital  case  where  GAO  documented 
financial  abuse  by  a  hospital  where  doctors  and  the  hospital 
were  splitting  DRG  payments  and  thus  providing  a  direct 
financial  reward  for  the  inpatient  treatment  of  an  individual 
patient.     At  that  time.  Rep.  Stark  requested  a  ban  on  HMO  use 
of  physician  incentives  and  asked  GAO  and  HHS  to  conduct 
studies.     PPRC  also  conducted  a  review  of  this  issue.     To  date, 
HHS  has  not  released  its  report,   although  a  draft  report  has 
been  completed.     Neither  the  GAO  nor  PPRC  studies  were  able  to 
show  any  problems  in  quality  of  care  linked  to  the  use  of 
physician  incentives  arrangements  by  HMOs.     The  HHS  draft  is 
reportedly  consistent  with  these  findings. 

Nevertheless,  GHAA  would  like  to  resolve  the  issue  this 
year.     We  understand  your  concerns  Mr.  Chairman  and  believe 
that  you  are  specifically  concerned  about  the  potential  for 
problems  where  there  are  individual  physician  incentive 
arrangements  where  the  individual  physician  is  at  financial 
risk  for  services  beyond  those  which  he  or  she  actually 
provides.     For  that  reason,  GHAA  has  developed  an  approach  we 
believe  will  address  your  concerns.     We  suggest  the  following: 

The  Secretary  shall  not  approve  a  risk  contract  with  an 
organization  if  the  physician  compensation  arrangement: 

1)  provides  a  direct  and  specific  individual  payment  to  a 
physician  as  an  inducement  to  withhold  or  limit  a 
medically  necessary  service  to  an  identifiable 
patient,  or 

2)  the  organization  has  a  compensation  arrangement  that 
places  an  individual  physician  at  a  substantial 
financial  risk  for  services  which  that  physician  does 
not  provide,  unless  the  Secretary  determines  that  the 
organization  has  the  following  arrangements: 

1)  has  an  internal  quality  assurance  system  that  is  in 
compliance  with  federal  and  state  requirements; 

2)  is  subject  to  external  review  of  the  organization's 
quality  assurance  system  by  an  organization 
acceptable  to  the  Secretary; 

3)  has  appropriate  stop  loss  protection; 

4)  conducts  periodic  beneficiary  satisfaction  surveys 
among  members  to  determine,   among  other  things, 
satisfaction  with  access  and  quality. 

The  Secretary,   in  consultation  with  HMO  industry 
representatives,   shall  develop  standards  to  evaluate 
appropriate  stop  loss  protection  for  individual  physician 
incentive  arrangements.     Such  standards  shall  take  into  account 
factors  such  as  the  size  of  the  patient  panel  and  the  services 
(other  than  those  provided  by  the  physician)  that  he  or  she  is 
at  risk  for.     We  look  forward  to  working  with  you  to  resolve 
this  issue. 

COST  CONTRACTS 

As  previously  discussed,  prior  to  creation  of  the  TEFRA 
risk  contracting  program,  HMOs  were  able  to  contract  under 
Medicare  under  a  cost  based  reimbursement  system.  Current 
enrollment  in  Medicare  cost  contracts  is  more  than  730,000. 
Occasionally  it  has  been  suggested  that  cost  contracts  no 
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longer  be  permitted.     GHAA  would  object  strongly  to  any  change 
in  the  current  cost  contract  program,  primarily  for  three 
reasons. 

First,   some  HMOs  had  a  cost  contract  long  before  they 
entered  the  risk  program.     At  first,   limits  were  placed  on 
"conversions"  from  the  cost  contract  to  the  risk  program.  Now, 
however,   an  HMO  can  encourage  all  its  cost  members  to  convert. 
Despite  HMO  marketing  efforts  to  do  this,  many  enrollees  have 
elected  to  remain  under  the  cost  contract.     Although  one  might 
suspect  the  "lock-in"  to  HMO  providers  might  be  the  reason, 
many  of  the  individuals  have  long  been  HMO  members  and  stay 
within  the  HMO  system.     Congress  intended  that  the  Medicare 
risk  and  cost  programs  be  voluntary.     To  discontinue  cost 
contracts  would  be  to  treat  one  group  of  Medicare  beneficiaries 
differently  from  another. 

Secondly,   as  previously  described,  there  has  been  a  trend 
of  significant  numbers  of  non-renewals  of  Medicare  risk 
contracts  over  the  past  several  years.     It  has  been  encouraging 
though,   that  instead  of  choosing  to  drop  out  the  Medicare 
program  altogether,   some  HMOs  are  converting  to  cost  contracts 
so  that  they  may  continue  to  serve  the  elderly  population,  but 
in  a  less  financially  risky  manner.     The  cost  contracting 
option  needs  to  remain,  particularly  given  the  problems  facing 
the  risk  program. 

Finally,   this  may  be  an  appropriate  option  for  smaller 
HMOs  who  wish  to  provide  services  to  the  elderly.  The 
unpredictibility  of  the  AAPCC  and  the  potential  for  adverse 
financial  experience  with  a  small  population  has  particular 
impact  for  HMOs  with  less  than  10,000  enrollees. 

LIMIT  ON  PART  B  CHARGES  BY  NON-AFFILIATED  PROVIDERS 

Most  physicians  who  provide  services  to  an  HMO's  Medicare 
risk  enrollees  have  a  written  agreement  with  the  HMO  which 
among  other  things,  defines  the  HMO's  payment  to  the 
physician.     However,   there  may  be  cases,   specifically  for 
urgent  or  emergency  services  or  referral,  where  this  is  not  the 
case.     In  the  case  of  both  participating  and  non-participating 
physicians  there  are  limits  on  what  a  Medicare  beneficiary  may 
be  charged.     Last  year  Congress  responded  to  our  concern  that 
these  non-affiliated  physicians  not  be  permitted  to  charge  the 
HMO  more  than  they  may  charge  under  f ee-f or-service  Medicare. 
This  analagous  to  the  current  requirement  that  non-contract 
hospitals  accept  PPS  rates  as  a  reimbursement  cap  for  providing 
services  to  HMO  Medicare  enrollees. 

We  are  concerned  over  the  potential  for  cost-shifting 
under  Medicare  physician  payment  reform,  particularly  by 
specialists.     We  propose,   therefore  that  Congress  consider 
expanding  this  provision  to  all  services  provided  to  HMOs  by 
non-affiliated  providers. 

INCOMPATABILITY  WITH  FEE-FOR-SERVICE  MEDICARE 

There  is  a  basic  problem  in  imposing  Medicare 
f ee-f or-service  changes  on  HMOs  which  contract  with  Medicare. 
Except  for  hospice  services  and  certain  inpatient  hospital 
services  involving  hospitalization  at  the  time  of  enrollment  or 
disenrollment ,   a  Medicare  enrollee  is  entitled  to  receive  from 
the  organization  all  the  services  and  supplies  that  are  covered 
by  Part  A  and  Part  B  of  Medicare  (if  he  or  she  is  entitled  to 
benefits  under  both  programs),   that  are  available  to 
individuals  residing  in  the  geographic  area  served  by  the 
organization . 

Except  for  emergency  services,   a  risk  contractor  is  not 
required  to  make  payments  to  or  on  behalf  of  certain  Medicare 
enrollees  for  any  services  received  by  the  enrollees  that  are 
not  provided  directly  by  the  organization  or  through 
arrangements  made  by  the  organization. 
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A  Medicare  beneficiary  is  entitled  to  receive  timely  and 
reasonable  payment  directly  (or  on  his  or  her  behalf)  for 
services  he  obtained  from  a  provider  or  supplier  outside  the 
organization  if  those  services  are: 

o      Emergency  services  or  urgently  needed  services; 

o      Services  denied  by  the  organization  and  found  upon 

appeal  to  be  services  the  enrollee  was  entitled  to 

have  furnished  by  the  organization. 

HMOs  ordinarily  rely  upon  their  own  internal  quality 
assurance  system,  medical  necessity  guidelines,  and  coverage 
determination  systems  to  decide  whether  to  provide  a  service  to 
an  enrollee.     However,  HCFA's  coverage  regulations  do  not 
appear  to  take  into  account  the  HMO's  methods  of  doing  business 
and  appear  to  subject  the  risk  contractor  to  de  novo  review, 
wherever  there  is  disagreement  between  an  HMO  and  a  Medicare 
beneficiary  who  requests  a  service  covered  by  Medicare. 
Accordingly,  under  de  novo  review  it  is  possible  for  past 
denials  of  coverage  by  risk  contracts  to  be  overturned  without 
regard  to  the  HMOs  cost  containment  procedures,  undermining  the 
basic  principles  of  the  risk  contract  program  which  assumes 
that  HMO  managed  care  will  eliminate  unnecessary  care  or 
substitute  cost  effective  alternatives  to  care  in  lieu  of 
traditional  coverage. 

De  novo  review  could  lead  to  an  inconsistency  between  the 
HMOs  lock-in  authority  and  the  beneficiaries  right  to  Medicare 
covered  services.     In  the  past,   reconsideration  determinations 
by  HCFA  have  not  apparently  taken  into  account  the  HMO's  rights 
regarding  the  lock-in.     Significant  legal  issues  are  raised 
regarding  the  consistency  of  HCFA's  interpretations  and 
administration  of  these  contracts. 

Because  changes  in  Medicare  coverage  are  constantly 
stimulated  by  changes  in  new  technology,  demands  from  the 
medical  community,  or  identified  deficiencies  in  coverage,  risk 
contractors  are  obligated  to  constantly  update  and  expand 
coverage,  even  when  the  expansion  is  very  expensive  and  not 
adequately  compensated  for  each  contract  period.     By  contrast, 
curtailments  in  Medicare  coverage  are  rare  and  often  involve 
changes  to  carrier  and  intermediary  utilization,   and  cost 
controls,   and  reimbursement  restraints  which  are  not  passed 
along  to  risk-contractors. 

GHAA  believes  a  legislative  change  is  necessary  to 
recognize  the  inherent  right  of  a  risk  contractor  to  manage 
patient  care  in  the  same  way  it  does  for  its  commercial  members 
and  not  be  bound  by  Medicare  coverage  guidelines,  even  if 
Medicare  enrollees  have  symptoms  which  otherwise  qualify  them 
for  Medicare  covered  services. 

Similarly,  the  reconsiderations  and  appeals  process  raises 
several  concerns  which  leads  to  an  inconsistency  between 
Medicare's  policy  protecting  patient  rights  to  coverage  and  the 
risk  contractors  contract  rights  to  manage  care  based  upon  its 
own  medical  necessity  criteria  used  for  other  HMO  enrollees. 
This  is  manifest  first  in  the  scope  of  appeals, 
reconsiderations,   and  initial  determinations  which  apparently 
fails  to  take  into  account  or  defer  to  the  HMO's  usual  and 
customary  coverage  and  treatment  criteria. 

The  appeals  process  allows  reopening  of  coverage 
determinations  for  up  to  four  years  after  a  contract  period 
expires.     This  means  that  the  HMO  remains  at  risk  for  contract 
decisions  long  after  a  Medicare  enrollee  even  remains  enrolled 
with  the  organization. 

Several  terms  of  the  Medicare  regulations  governing 
initial  determinations,  reconsiderations,  and  appeals  remain 
ambiguous  and  HCFA  has  failed  to  provide  meaningful  guidance  to 
HMO's.     Among  these  are  the  standards  by  which  risk  contractors 
are  judged  in  determining  whether  they  "should  have  furnished 
or  arranged  for  a  service"  requested  by  a  Medicare  enrollee. 
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GHAA  believes  HCFA  should  be  directed  'to  prepare  new  rules 
to  objectively  apply  the  reconsideration  process  in  a  fashion 
which  balances  HMO  managed  care  procedures  and  contracts  with 
Medicare  enrollees'   rights  to  coverage.  ^ 

GHAA  welcomes  the  opportunity  to  comment  on  some  of  the 
major  issues  facing  the  Medicare  risk  program.     For  the  many 
advantages  the  program  brings  to  the  Medicare  beneficiary  - 
enhanced  benefit  packages  for  reasonable  and  predictable 
premiums  and  low  coinsurance  wich  allow  access  to  services  and 
protection  from  catastrophic  out-of-pocket  cost,  for 
coordinated,  quality  health  care,   for  cost  containment  reasons, 
the  program  is  worth  preserving  and  expanding.     We  look  forward 
to  working  with  you  on  the  solutions  to  make  this  a  viable 
program. 
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Chairman  Stark.  Mr.  Massimino. 

STATEMENT  OF  JACK  MASSIMINO,  CHAIR,  PUBLIC  AFFAIRS  COM- 
MITTEE, AMERICAN  MANAGED  CARE  AND  REVIEW  ASSOCIA- 
TION, AND  VICE  PRESIDENT  FOR  CORPORATE  DEVELOPMENT 
AND  GOVERNMENT  AFFAIRS,  FHP,  INC.,  ACCOMPANIED  BY 
CHARLES  STELLAR,  INCOMING  EXECUTIVE  VICE  PRESIDENT, 
AMERICAN  MANAGED  CARE  AND  REVIEW  ASSOCIATION;  AND 
JANET  NEWPORT,  MANAGER  OF  FEDERAL  AFFAIRS,  FHP,  INC., 
AND  CHAIR,  MEDICARE  TASK  FORCE  OF  THE  AMERICAN  MAN- 
AGED  CARE  AND  REVIEW  ASSOCIATION 

Mr.  Massimino.  Mr.  Chairman,  my  name  is  Jack  Massimino  and 
I  am  the  vice  president  of  corporate  development  and  government 
affairs  for  FHP,  a  29-year-old  federally  qualified  multistate  health 
maintenance  organization  that  provides  quality  health  care  serv- 
ices to  500,000  members  in  the  Western  United  States. 

In  addition,  FHP  is  the  third  largest  Medicare  risk  contractor  in 
the  United  States  with  well  over  150,000  senior  citizens  enrolled  in 
Arizona,  California,  and  New  Mexico. 

I  appear  today  on  behalf  of  the  American  Managed  Care  and 
Review  Association,  and  I  am  accompanied  by  Charles  Stellar, 
AMCRA's  incoming  executive  vice  president;  and  Janet  Newport, 
manager  of  Federal  affairs. 

I  would  like  to  submit  for  the  record  formal  testimony  and  to 
spend  the  next  few  minutes  discussing  several  key  points. 

First  I  would  like  to  thank  you  for  the  opportunity  to  testify  on 
an  issue  of  vital  importance  to  not  only  AMCRA's  members,  but, 
perhaps  more  importantly,  to  the  more  than  1  million  Medicare 
beneficiaries  enrolled  in  the  existing  Medicare  managed  care  pro- 
gram. 

In  1982,  the  House  decided  that  it  was  desirable  to  create  a  new 
mechanism  for  the  managed  care  industry  to  provide  Medicare  cov- 
ered services  to  Medicare  beneficiaries. 

In  1982,  the  managed  care  industry  was  still  a  fledgling  industry 
but  was  becoming  more  and  more  accepted  by  the  private  sector. 

Congress  wanted  the  Medicare  program  to  benefit  from  managed 
care  systems  and  the  managed  care  industry  wanted  to  be  able  to 
serve  the  senior  population. 

Since  1982,  the  private  sector  has  readily  embraced  the  managed 
care  industry  in  its  offering  of  attractive  health  benefits  programs 
for  employees  and  dependents. 

Indeed,  in  the  1990's,  the  managed  care  industry  is  no  longer  the 
alternative  delivery  system  in  the  private  sector. 

In  contrast,  the  Medicare  program  still  remains  predominantly  a 
fee-for-service  system.  Despite  payment  reforms  in  part  A  and  part 
B,  Medicare  expenditures  are  still  unmanageable  for  the  Federal 
Government. 

In  the  Medicare  managed  care  arena,  there  are  only  1  million 
Medicare  beneficiaries  who  are  benefiting  from  this  program. 

Although  there  is  much  talk  about  governmental  studies  suggest- 
ing that  the  present  Medicare-managed  care  program  overpays 
HMO's/CMP's,  our  written  testimony  indicates  that  such  dated 
studies,  evaluating  a  totally  different  set  of  circumstances  and  pro- 
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grams,  can  no  longer  be  relied  upon  for  determining  the  Medicare- 
managed  care  policy  initiative  of  the  1990's. 

Clearly,  Mr.  Chairman,  if  such  allegations  were  true,  by  now 
there  would  be  many  more  managed  care  companies  at  the  Medi- 
care doorstep  and  substantially  more  Medicare  beneficiaries  in  the 
managed  care  program. 

The  challenge  confronting  this  subcommittee  is  whether  Medi- 
care will  remain  substantially  behind  private  employers  in  promot- 
ing new  and  innovative  ways  of  managing  health  care  costs  or 
whether  the  Medicare  program  will  join  the  mainstream  in  sup- 
porting managed  care  and  its  approach  to  the  provision  quality 
health  services  at  a  reasonable  price. 

Mr.  Chairman,  you  have  often  identified  yourself  as  someone 
comparable  to  an  employer  who  is  trying  to  get  the  best  deal  for 
your  Medicare  beneficiaries. 

Clearly,  the  most  recent  governmental  studies  which  have  dem- 
onstrated better  access  and  better  quality  of  care  in  these  programs 
should  suggest  to  you  that  this  is  a  program  deserving  of  expan- 
sion. 

In  AMCRA's  view,  such  an  expansion  policy  must  include  ade- 
quate Medicare  payment  rates  and  a  reliable  and  stable  Medicare- 
managed  care  program  providing  for  an  equitable  partnership  be- 
tween the  industry  and  the  Federal  Government. 

Today  we  are  approaching  the  25th  anniversary  of  the  Medicare 
system  and  in  2  years  we  plan  to  celebrate  the  10th  anniversary  of 
the  TEFRA  amendments. 

These  amendments  were  designed  by  Congress  to  create  a  favor- 
able Medicare-managed  care  program. 

In  1992,  we  can  either  be  congratulating  ourselves  on  the  expan- 
sion and  growth  of  this  program  or  merely  debating  why  the  pro- 
gram has  yet  to  get  off  the  ground. 

I  am  not  here  solely  on  behalf  of  existing  Medicare  risk  contrac- 
tors. I  am  also  here  on  behalf  of  the  managed  care  companies  who 
stand  ready  to  participate  in  a  stable  Medicare  managed  care  pro- 
gram that  includes  favorable  payment  rates  in  all  areas  of  the 
United  States. 

Mr.  Chairman,  I  would  like  to  also  respond  to  some  of  the  com- 
ments that  were  made  earlier  this  morning,  particularly  a  com- 
ment made  by  the  GAO  with  regard  to  PRO  review. 

This  morning,  the  GAO  suggested  that  HMO's  are  allowed  to  re- 
quest exemption  from  PRO  review. 

Mr.  Chairman,  that  is  not  true.  The  only  request  that  an  HMO 
can  make  is  for  a  lower  level  of  review — the  difference  in  levels 
deals  with  the  overtime  charts  reviewed  monthly.  Every  risk  con- 
tract HMO  is  reviewed  by  the  contracting  PRO  in  their  service 
area. 

In  addition  this  morning,  the  GAO  suggested  HCFA  is  not  in- 
volved in  the  review  process.  Again,  this  is  not  true. 

The  PRO  must  provide  HCFA  with  periodic  reports  on  the  status 
of  each  case  reviewed. 

Each  HMO  experiences  continuous  review. 

In  our  case,  each  of  our  regions  has  a  minimum  of  hundreds  if 
not  thousands  of  random  charts  reviewed  monthly  for  the  PRO  for 
the  provision  of  quality  care. 
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In  addition,  Mr.  Chairman,  HCFA  staff  conducts  annual  site 
audits  reviewing  everything  from  financial  reporting  to  marketing 
techniques  to  quality  assurance. 

Chairman  Stark.  All  you  have  to  do  is  give  your  review. 

Mr.  Massimino.  No,  Sir.  The  PRO's  come  in,  evaluate  up  to  two 
orthree  hundred  charts  a  month,  and  they  provide  a  written  state- 
ment on  those  particular  cases  that  fall  outside  what  they  deem  to 
be  appropriate  care. 

That  information  is  passed  on  to  HCFA  at  the  regional  level.  If 
there  is  a  sanction,  the  PRO  will  suggest  alternative  systems  for 
delivery  mechanisms  to  revise  the  program  

Chairman  Stark.  How  long  have  you  had  the  PRO's? 

Mr.  Massimino.  We  have  been  involved  with  them  since  1985. 

I  would  like  to  add  one  other  point;  onsite  visits  of  each  of  the 
risk  contractors. 

Chairman  Stark.  They  were  right  there  with  Parasalsys  and 
IMC.  I  would  like  a  percentage  of  what  they  missed. 

Mr.  Massimino.  I  think  that  is  a  good  point,  Mr.  Chairman. 

The  point  GAO  made  was  that  PRO's  don't  and  are  not  involved, 
but  they  do.  They  do  site  visits  and  spend  weeks  at  a  time  with  the 
organizations. 

Chairman  Stark.  Are  you  in  Los  Angeles? 

Mr.  Massimino.  Yes,  sir. 

Chairman  Stark.  Who  do  you  see  more  often,  the  State  of  Cali- 
fornia or  HCFA? 

Mr.  Massimino.  We  see  the  PRO's  and  the  State  of  California 
equally. 

In  terms  of  reviews  

Chairman  Stark.  Relative  to  HCFA,  ten  times  more? 

Mr.  Massimino.  We  see  the  State  more  often  than  we  do  the  Fed- 
eral Government. 

I  would  like  to  close  by  saying  make  existing  Medicare-managed 
care  accessible  to  all  parties  concerned. 

We  look  forward  to  working  with  you  and  I  will  be  willing  to 
answer  any  questions  that  the  subcommittee  might  have. 

Thank  you. 

[The  prepared  statement  follows:] 
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AMERICAN  MANAGED  CARE  AND  REVIEW  ASSOCIATION 
(AMCRA) 
TESTIMONY 


Mr.  Chairman  and  Members  of  the  Subcommittee,  my  name  is  Jack 
Massimino.  I  am  Vice  President  of  Corporate  Development  and 
Government  Affairs  for  FHP,  Inc.  and  serve  as  Chairman  of  the 
Public  Affairs  Committee  of  the  American  Managed  Care  and  Review 
Association  (AMCRA) .  I  am  appearing  today  on  behalf  of  AMCRA.  As 
we  approach  the  2  5th  anniversary  of  Medicare  we  are  happy  to 
testify  in  support  of  the  Medicare  risk  program,  the  most 
innovative  development  in  the  Medicare's  history.  We  wish  to  thank 
you  for  the  opportunity  to  testify  on  an  issue  of  vital  importance, 
not  only  to  AMCRA' s  members,  but  to  all  Medicare  beneficiaries,  not 
merely  the  more  than  one  million  Medicare  beneficiaries  already 
participating  in  Medicare's  existing  managed  care  program.  Simply 
put,  we  are  here  to  advocate  several  changes  to  the  federal 
Medicare  managed  care  program  that  will  stabilize  the  system  and 
encourage  program  growth.  Such  growth  includes  not  only  increasing 
the  number  of  Medicare  beneficiaries  enrolled  in  managed  care,  but 
also  increasing  the  number  of  managed  care  companies  participating 
in  this  program.  We  would  also  like  to  correct  some  misconceptions 
about  the  managed  care  industry. 

By  way  of  background,  AMCRA  is  the  national  trade  association  for 
the  managed  health  care  industry.  Its  membership  includes  health 
maintenance  organizations  (HMOs)  ,  competitive  medical  plans  (CMPs)  , 
individual  practice  associations  (IPAs) ,  preferred  provider 
organizations  (PPOs) ,  utilization  review  companies,  and  other 
entities  which  have  as  their  goal  the  ability  to  provide  health 
care  services  in  a  managed  care  setting  as  opposed  to  the 
traditional  f ee-f or-service  health  care  system.  We  include  over 
400  members  with  more  than  250,000  physicians,  serving  over  25 
million  enrollees  in  every  state  of  the  Union  and  all  the  United 
States'  territories.  AMCRA  member  companies  provide  Medicare 
services  to  470,000  beneficiaries,  41  percent  of  the  total  managed 
care  program  enrollment.  My  employer,  FHP,  Inc. ,  is  a  29  year-old 
federally  qualified  multi-state  health  maintenance  organization 
which  provides  quality  care  to  over  500,000  members  in  the  western 
United  States.  FHP  is  the  third  largest  Medicare  risk  contractor 
in  the  United  States,  with  well  over  150,000  senior  citizens 
enrolled  throughout  California,  Arizona  and  New  Mexico. 

AMCRA' s  Position  on  Medicare  and  Managed  Care 

AMCRA  supports  improvements  to,  and  expansion  of,  the  Medicare 
managed  care  program  because  we  believe  the  managed  care  industry 
has : 

o        Organized  and  improved  access  to  the  nation's 
health  care  system; 

o        Institutionalized       quality       assurance  systems 
unavailable  in  a  f ee-f or-service  setting; 

o        Eliminated  balance  billing; 

o        Provided  preventive  health  benefits; 

o        Institutionalized  credentialling  of  physicians;  and 

o        Eliminated    the    need    for    supplemental  Medicare 
coverage. 

Further,  the  benefit  to  the  federal  government,  and  thereby  the 
United  States  taxpayer,  should  not  be  underestimated.  The  Medicare 
risk  contract  program  offers  cost-predictability  of  health  care 
expenditures  at  no  additional  administrative  cost  to  the  Medicare 
program.     In  other  words,  AMCRA  believes  that  the  program  can  be  a 
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win-win  for  everyone.  In  spite  of  these  attractive  features,  the 
program  has  not  reached  its  full  potential.  In  order  to  expand  the 
risk  program  into  other  geographic  areas,  and  continue  to 
efficiently  serve  current  members,  AMCRA  has  identified  several 
issues  of  concern  and  recommended  detailed  solutions  to  the 
problems.  I  submit  for  the  record  the  attached  AMCRA  White  Paper 
which  I  will  summarize. 

The  Medicare  Risk  Contracting  Payment  Rate  Should 
Be  Adequate 

AMCRA  believes  that  the  most  critical  issue  facing  the  Medicare 
risk  program,  and  the  one  issue  that  has  stymied  growth,  is 
predictability  of  payment.  More  specifically,  there  are 
significant  weaknesses  in  the  underlying  payment  assumptions  and 
methodology  used  to  calculate  the  United  States  Per  Capita  Cost 
(USPCC)   and  the  Average  Area  Per  Capita  Costs   (AAPCC) . 

For  several  years  the  industry  has  been  involved  in  a  good  faith 
effort  to  develop  solutions  to  problems  that  all  parties  agree 
exist.  While  there  are  divergent  solutions,  it  is  time  to  identify 
some  areas  of  agreement  and  target  responses  to  those  problems. 
First,  however,  I  think  it  is  important  to  speak  to  some  inaccurate 
notions  that  have  surfaced  once  again  concerning  the  program. 

Demonstration  Studies 

I  am  referring  to  studies  by  the  General  Accounting  Office  (GAO) , 
and  to  a  lesser  extent,  the  Health  Care  Financing  Administration 
(HCFA) /Mathematica  studies  of  the  1982-85  demonstrations  which 
state f  among  other  things,  that  Medicare  risk  contractors  are 
overpaid.  It  is  critical  to  Congress'  understanding  of  the 
problems  that  are  being  discussed  today  to  acknowledge  that  these 
studies  examined  Medicare  demonstration  programs  that  were  in 
operation  prior  to  1985.  The  studies  looked  at  a  completely 
different  generation  of  contractors/  approximately  27  plans 
operating  under  a  variety  of  demonstration  methodologies,  with 
approximately  2  00,000  enrollees.  When  compared  to  the  realities  of 
the  1990  program  —  peer  review.  Diagnostic  Related  Groups  (DRGs) , 
expanded  technology,  state  mandated  benefits,  the  repeal  of  the 
Catastrophic  benefits  program,  and  1.2  million  beneficiaries  in  90 
plans  —  the  demonstration  era  and  any  findings  of  favorable 
selection  that  might  have  had  marginal  validity  in  the  past,  have 
little  or  no  relevance  to  today's  program  or  to  the  cost  of 
providing  quality  health  care  to  millions  of  seniors  in  the  1990 's. 

I  would  like  to  make  a  few  specific  comments  about  the  problems 
inherent  in  formulating  public  policy  for  this  program  by  relying 
-on  studies  such  as  those  done  by  GAO: 

o  Public  policy  conclusions  based  upon  obsolete  data  will 
produce  erroneous  results.  HCFA  has  admitted  as  much  in  a  December 
1989  report  which  acknowledged  that  managed  care  contractors  in  the 
Medicare  demonstration  projects  were  not  closely  representative  of 
the  industry,  and  that  this  discrepancy  became  more  pronounced  over 
time.     The  report  said: 

Our  ongoing  contact  with  these  demonstration 
HMOs  revealed  the  dynamic  nature  of  the  HMO 
industry  and  the  importance  of  recognizing 
that  it  is  not  sufficient  to  examine  the 
implications  of  HMOs  using  a  "snapshot" 
approach.  .  .  [I]t  may  be  inappropriate  to 
make  generalized  statements  about  the 
demonstration  experience  without  considering 
the  implication  of  these  differences.' 


'  Kathryn  M.  Langwell  and  James  P.  Hadley,  Evaluation  of  the 
Medicare  Competition  Demonstrations.  Health  Care  Financing  Review 
66  (Winter  1989) . 
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o  The  cost  analyses  in  the  GAO  and  HCFA  reports  do  not 
adequately  address  the  additional  benefits  provided  by  the  managed 
care  Medicare  system  when  estimating  a  net  cost  to  the  program. 

While  the  HCFA  report  attributed  easier  access  to  care  for  Medicare 
enrollees  to  HMO  Medicare  plans,  the  analyses  do  not  give  credit  to 
managed  care  for  the  value  of  access  along  with  services  such  as 
institutionalized  quality  assurance  systems,  increased  preventive 
care,  supplemental  benefits  HMO  and  CMP  Medicare  enrollees  receive, 
physician  credentialling  and  training,  and  the  value  the  government 
receives  in  a  guarantee  of  no  cost  overruns  in  the  program. 

o  Cost  comparisons  between  the  f ee-for-service  Medicare  program 
and  the  managed  care  Medicare  program,  aside  from  the  inaccuracies 
underlying  the  claims  data  and  the  AAPCC,  do  not  adequately  reflect 
either  the  entire  cost  to  the  federal  government  of  the  Medicare 
fee-for-service  program  or  the  non-quantified/ supplemental  benefits 
available  from  the  Medicare  managed  care  progrzun.  The  GAO  report 
and  the  HCFA  report  admit  that  the  claims  data  on  fee-for-service 
Medicare  beneficiaries  and  the  AAPCC  may  not  be  measuring  entirely 
the  same  things.^  It  is  unclear  if  the  Medicare  fee-for-service 
claims  data  cost  figures  used  in  these  studies  include  the  total 
administrative  costs  associated  with  the  fee-for-service  Medicare 
program,  such  as  the  costs  of  conducting  PRO  review,  as  well  as  the 
costs  associated  with  intermediary/carrier  claims 
processing/administration.  And      yet,      the      managed  care 

organization's  Medicare  payment  is  a  set  fee  which  is  supposed  to 
cover  costs  of  utilization  review  and  claims  administration. 
Without  this  inclusion,  the  cost  of  fee-for-service  is  understated 
and  the  comparative  cost  of  managed  care  is  overstated. 

o         GAO  may  be  looking  too  narrowly  at  the  risk  contract  package. 

The  GAO  studies  point  to  the  fact  that  risk  contractors  receive 
payments  in  excess  of  expenditures  for  healthy,  low  utilization 
Medicare  beneficiaries.  But  this  is  only  half  the  picture:  GAO 
itself  recognizes  that  excess  payments  for  low  utilization  seniors 
are  offset  by  the  cost  of  care  rendered  for  less  healthy,  higher 
utilization  Medicare  beneficiaries  when  they  enter  the  program. 

The  GAO  study  also  seems  to  suggest  that  there  is  no  calibration  of 
payments  to  the  relative  (or  expected)  health  status  of  Medicare 
beneficiaries.  Often  overlooked  is  the  fact  that  all  plans  are 
paid  on  the  basis  of  120  different  rate  cells.  In  other  words,  the 
rate  for  a  65  year-old,  non-institutionalized  female  is 
significantly  lower  than  the  rate  for  a  75  year-old  female  enrolled 
in  the  same  plan.  Simply  stated,  plans  with  younger  members 
receive  a  correspondingly  lower  payment  rate.  The  study's 
conclusions  are  based  on  the  average  payment,  not  the  plans'  actual 
per  capita  payment.  The  underlying  weakness  in  the  AAPCC 
methodology  is  that  it  does  not  account  for  items  outside  of  the 
rating  structure,  such  as  health  status  within  any  AAPCC  category. 

o  GAO  also  has  stated,  "In  1986  we  reported  that  the  mortality 
rate  for  Medicare  enrollees  in  27  HMOs  with  Medicare  risk  contracts 
was  77  percent  of  that  projected  for  this  group.  This  suggests 
that  Medicare  HMO  enrollees  were  healthier  than  non-HMO  enrollees," 
and  therefore,  the  plans  were  overpaid.'  GAO  based  this  assessment 
on  an  evaluation  of  mortality  data  that  was  limited  to  HMOs 
participating  in  the  demonstration  and  which  did  not  take  into 
account  regional  differences  in  mortality  rates. 


^  Kathryn  M.  Langwell  and  James  P.  Hadley,  Evaluation  of  the 
Medicare  Competition  Demonstrations.  Health  Care  Financing  Review 
77   (Winter  1989) . 

'  The  General  Accounting  Office,  Medicare:     Issues  Raised  bv 

Florida  Health  Maintenance  Organization  Demonstrations.  GAO/HRD- 

86-97 .  (July  1986)  and  The  General  Accounting  Office,  Medicare: 
Increase  in  HMO  Reimbursement  Would  Eliminate  Potential  Savings. 
GAO/HRD-90-38.    (November  1989) . 
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Mathematica  in  1988  made  several  interesting  observations  about  the 
validity  of  GAO's  1986  analysis: 

There  are  a  few  potential  problems  with  this 
analysis,  however.  First,  mortality  rates 
vary  somewhat  across  counties  and  regions.  If 
HMOs  are  located  in  areas  with  below  average 
mortality  rates  for  Medicare  beneficiaries, 
the  observed  difference  between  enrollees  and 
the  national  average  will  overstate  the  extent 
of  biased  selection.  Second,  the  expected 
mortality  rates  were  based  on  extrapolations 
of  the  estimate  that  5.9  percent  of 
beneficiaries  age  67  or  older  died  during 
1978,  assuming  the  same  rate  of  decline  as  was 
observed  between  1968  and  1978.  If  mortality 
rates  for  the  aged  have  fallen  at  a  more  rapid 
rate  since  1978  than  between  1968  and  1978, 
the  extent  of  bias  is  overstated  by  GAO. 
Third,  death  rates  are  clearly  only  a  partial 
measure  of  biased  selection.  It  may  be  the 
case  that  beneficiaries  in  need  of  substantial 
amounts  of  care  who  are  not  terminally  ill  may 
be  especially  likely  to  enroll  in  order  to 
obtain  the  economic  benefits  of  HMO 
membership.  Such  behavior  would  offset  in 
whole  or  in  part  the  bias  due  to  fewer 
terminally  ill  enrollees.  Alternatively,  the 
favorable  bias  may  be  understated  by  GAO  if 
the  enrollees  who  do  not  die  are  healthier 
than  nonenrollees  who  survive.  Fourth,  the 
observed  differences  may  be  due  to  an  artifact 
of  the  comparison.  .  .the  method  of  adjustment 
for  this  factor.  .  .may  not  yield  good 
estimates.  Fifth,  the  GAO  results  are 
presented  only  for  South  Florida  plans, 
although  the  report  states  that  they  were 
computed  for  all  27  HMOs.  .  .Sixth,  if  some 
enrollees  who  become  terminally  ill  disenroll 
before  they  die,  but  not  before  substantial 
expenses  are  incurred,  the  apparent  bias  from 
comparing  mortality  rates  is  misleading.  The 
OPO  files  used  by  GAO  only  records  deaths  for 
active  HMO  members.  Finally,  the  amount  of 
health  care  services  beneficiaries  require 
prior  to  death  depends  on  the  cause  of  death. 
Even  if  mortality  rates  differ  for  enrollees 
and  nonenrollees,  the  resource  requirements 
associated  with  these  deaths  may  not  differ." 

The  GAO  appears  to  dismiss  the  more  logical  conclusion  that  the 
plans  were  providing  care  in  a  way  that  was  saving  lives.  In  fact, 
a  recent  study  published  by  Sheldon  Retchin,  M.D.  and  Barbara 
Brown,   Ph.D  suggests  this  is  true:^ 

Our  findings  revealed  that  ambulatory  HMO 
patients  were  likely  to  receive  more  of  the 
routine  evaluation  and  health  maintenance 
procedures  than  were  ambulatory  [fee  for 
service]  patients.  Differences  in  performance 
of  screening  tests  currently  recommended  for 


"R.  Brown,  Mathematica  Policy  Research,  Inc.  Biased  Selection 
in  the  Medicare  Competition  Demonstrations.  RFP  No.  HCFA-83-ORD- 
29/CP  11-12   (Mar.   1988)    (emphasis  added) , 


*S.  Retchin  and  B.  Brown,  The  Quality  of  Ambulatory  Care  in 
Medicare  Health  Maintenance  Organizations.  80  Am. J.  Public  Health 
411-15   (1990) . 
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the    elderly   were   particularly    striking  for 
enrollees  in  staff /group  model  HMOs. 

If  one  follows  GAO's  opinion  that  low  mortality  rates  indicate 
overpayment  to  its  logical  conclusion,  then  risk  contractors  should 
be  paid  more  if  the  mortality  rate  exceeded  that  of  fee-for- 
service.  We  respectfully  submit  that  neither  our  members. 
Congress,  nor  HCFA  would  derive  much  collective  comfort  from  such 
an  outlandish  conclusion. 

Further,  the  HCFA  study  mentioned  earlier  states  that  "data 
discrepancies"  in  the  AAPCC  and  the  claims  data  with  which  they 
were  compared  need  to  be  resolved  before  an  accurate  statement 
about  Medicare  managed  care  costs  versus  f ee-f or-service  Medicare 
costs  can  be  made. 

o  6A0  has  overlooked  the  benefits  which  result  from  managed  care 
competition.  As  managed  care  cost  containment  spills  over  into  the 
f ee-f or-service  sector,  the  national  Medicare  program  will  benefit 
from  lower  f ee-f or-service  costs  in  those  markets. 

o  GAO  also  assumes  the  rules  which  governed  the  demonstration 
projects  were  similar  to  the  rules  under  which  current  contractors 
operate.  They  are  not,  and  I  would  suggest  that  there  are  few 
conclusions  applicable  to  both  programs.  An  illustrative  example: 
During  the  demonstration  phase  of  the  program,  projects  in  some 
regions  of  the  country  at  one  time  were  allowed  to  select  enrollees 
based  on  health  status  or  health  screen.  Clearly,  through  health 
screening,  the  managed  care  organization  is  more  likely  to  have  a 
healthier     beneficiary     population.  Current     Medicare  risk 

contractors  are  not  allowed  to  health  screen. 

1990  Realities 

The  most  critical  issue  facing  the  program  today  is  what  should  be 
done  about  the  rates  of  payment.  Since  1982,  the  Medicare 
program's  reimbursement  rules  governing  f ee-f or-service  have 
undergone  enormous  change  with  the  implementation  of  DRGs  and  the 
impending  RB-RVS  payment  reform.  And  yet,  under  TEFRA,  there  is 
still  the  problem  of  an  inadequate  data  base  for  proper  rate 
setting.  The  fundamental  flaw  in  the  statutory  payment  formula  is 
the  fact  that  performance  in  the  Medicare  f  ee-f  or-service  sector  is 
the  basis  for  establishing  the  managed  care  Medicare  payment  rates. 

In  1988,  a  Milliman  and  Robertson  study  of  the  adequacy  of  Medicare 
HMO  payment  rates  reported  to  the  Department  of  Health  and  Human 
Services  (HHS)  that  the  "1987  error  in  Part  B,  based  on  current 
estimates,  equals  almost  a  5  percent  error  in  total  (Part  A  and 
Part  B)  program  costs,  making  a  95  percent  AAPCC  more  like  a  90 
percent  AAPCC."*  This  is  one  reason  why  HHS  has  advocated  an 
increase  in  the  program  reinliursement  rate.  Moreover,  any  effort 
to  create  more  attractive  payment  rates  for  TEFRA  plans  does  not 
necessarily  mean  the  expenditure  of  more  Medicare  program  dollars 
overall.  Remember  that  with  more  attractive  rates  more  Medicare 
beneficiaries  would  enroll,  resulting  in  a  savings  to  government 
and  the  senior  health  care  consumer. 

o  AMCRA  welcomes  any  initiative  to  create  more  attractive 
Medicare  managed  care  payment  rates  such  as  the  President's 
proposal  to  eliminate  the  current  5  percent  statutory  reduction  in 
payment  rates. 

o  Further,  a  number  of  AMCRA  members  provide  a  valuable  example 
to  Congress  of  the  ability  of  Medicare  risk  contractors  to  continue 
to  provide  expanded  Medicare  benefits  in  a  cost  effective  manner 


*  Health  Care  Financing  Administration,  Report  to  Congress  of 
Recommendations  on  the  AAPCC  and  ACR  (Appendix  B,  Milliman  and 
Robertson  70)    (October  14,  1988). 
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with  no  cost  shifting  to  the  Medicare  beneficiary.  AMCRA 
respectfully  recommends  that  as  Congress  re-thinks  the  Medicare 
catastrophic  issue,  that  the  option  of  allowing  Medicare  risk 
contractors  to  continue  to  provide  the  expanded  Medicare  benefits 
at  appropriate  payment  rates  be  given  serious  consideration. 

We  believe  that  this  suggestion  complements  the  Chairman's  efforts 
to  reinstitute  some  of  these  benefits  through  enactment  of  KR  3880 
--  The  Medicare  Benefit  Improvements  Act  of  1990.  Many  of  these 
relatively  inexpensive  benefits  have  proven  to  be  of  enormous  value 
to  beneficiaries  in  terms  of  early  treatment  and  improvements  in 
the  quality  of  life.  The  Chair  and  his  many  cosponsors  are  to  be 
complimented  on  their  efforts  to  provide  these  benefits. 

The  Existing  Quality  Assurance  Mechanisms  Are 
Wasteful  and  Inefficient 

The  primary  problem  with  the  existing  statutory  quality  assurance 
requirements  is  the  often  unnecessary  duplication  of  effort  which 
results  from  requiring  HMOs  and  CMPs  to  maintain  an  internal 
ongoing  quality  assurance  program  while  at  the  same  time  requiring 
that  they  continue  to  undergo  the  Medicare  Program's  PRO  external 
review.  This  redundancy  is  particularly  inefficient  where  a 
Medicare  plan  has  an  established  track  record  of  providing  quality 
care.  It  also  imposes  an  unfair  administrative  burden  on  all 
parties,  resulting  in  a  significant  waste  of  health  care  resources. 
To  their  credit,  the  GAO  and  Mathematica  have  acknowledged  that  the 
quality  assurance  systems  of  Medicare  contractors  are  a  positive 
attribute  and  provide  a  greater  level  of  consumer  protection, 

o  AMCRA  recommends  that  PROs  be  allowed  to  review  externally  and 
to  validate  and/or  make  recommendations  for  improvement  in  the 
adequacy  of  a  managed  care  entity's  active  internal  quality 
assurance  program. 

o  AMCRA  recommends  that,  in  cases  where  there  are  findings  of 
inadequate  quality  assurance  activities,  the  PRO  should  then  become 
more  involved  in  the  plan's  quality  assurance  process.  Also, 
providers  and  physicians  should  be  appropriately  reimbursed  for  the 
cost  incurred  to  comply  with  the  process  requirements. 

o  AMCRA  believes  that  federal  level  PRO'S  authority  to  review 
plan  performance  should  preempt  state  attempts  to  review  Medicare 
services . 

o  AMCRA  believes  that  HCFA  should  refrain  from  publicly 
releasing  information  retrieved  during  the  review  process  until 
meaningful  standards  are  adopted. 

Only  Those  Physician  Incentive  Payments  That 
Are  Patient/Physician  Specific  Should 
Be  Prohibited 

Managed  care  companies  are  able  to  exist  and  survive  as  managed 
care  companies  essentially  by  providing  physicians  with  financial 
incentives  to  be  cost-conscious  in  ordering  medically  necessary 
services.  In  response  to  the  broad  prohibition  of  physician 
incentive  plans  due  to  go  into  effect  April  1,  1991,  several 
studies  have  been  conducted  to  investigate  whether  the  financial 
incentive  arrangements  in  managed  care  settings  have  an  adverse 
effect  on  the  quality  of  care  rendered.  As  this  Subcommittee  again 
takes  up  this  issue,  it  is  important  to  remember  that  there  is  no 
demonstrable  link  between  incentive  payments  and  quality.  In  fact, 
GAO's  own  report  on  this  issue  identifies  studies  showing  quality 
of  care  rendered  in  an  HMO  setting  to  be  comparable  to,  or  in  some 
cases  better  than,  that  in  the  f ee-f or-service  sector. 

o  AMCRA  believes  that  the  program  should  prohibit  any  direct  and 
specific  individual  payment  to  a  physician  as  an  inducement  to 
withhold   or   limit   a   specific  medically   necessary   service   to  an 
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identifiable  patient;  periodic  surveys  of  both  the  managed  care  and 
fee-for-service  sector  should  be  undertaken  to  determine 
beneficiary  satisfaction  with  the  availability,  cost  and  quality  of 
care  received.  Research  on  developing  improved  methods  of 
compensation  should  be  undertaken. 

The  50/50  Enrollment  Mix  Rule  Is  Inflexible 

The  current  language  of  the  50/50  enrollment  mix  rule  inhibits  a 
Medicare  plan's  ability  to  compete  in  the  marketplace  by 
eliminating  plan  flexibility  in  its  enrollment  and  marketing 
decision-making.  The  application  of  the  rule  in  some  settings 
reduces  beneficiary  access  to  managed  care  Medicare  benefits.  As 
an  artificial  and  cumbersome  proxy  for  care,  the  rule  constitutes 
regulatory  overkill  when  there  is  external  review  of  the  quality  of 
care  rendered  in  a  managed  care  setting. 

o  AMCRA  recommends  that  the  rule  be  amended  to  establish 
financial,  operational  and  quality  assurance  criteria  for  a  plan  to 
qualify  for  enrollment  flexibility  under  the  rule.  Multi-state  or 
multi-contract  plans  should  be  permitted  to  exceed  the  50/50  rule 
locally,  as  long  as  the  plan's  national  enrollment  mix  does  not 
exceed  a  certain  percentage. 

There  Should  Be  No  Mid-Term  Contract 
Changes 

The  Medicare  risk  contractor  is  paid  a  fixed  fee  by  the  federal 
government  for  each  Medicare  beneficiary  enrolled.  This  fee  is 
established  annually  and,  by  statute,  cannot  be  altered  mid-year. 
As  a  result,  the  contractor  is  at  risk  if  the  plan's  costs  of 
providing  coverage  for  Medicare  benefits  exceed  the  fixed  fee 
amount.  The  problem  with  this  arrangement  is  that,  although  the 
managed  care  organization  has  agreed  to  a  fixed  fee,  the  federal 
government  has  refused  to  agree  to  a  defined  set  of  Medicare 
benefits.  For  example:  In  April  1988,  HCFA  significantly  expanded 
the  skilled  nursing  facility  benefit  (SNF)  and  some  plans 
experienced  a  400  percent  increase  in  SNF  costs  with  no  payment 
adjustment;  in  March  1990,  HCFA  made  a  determination  that  adult 
liver  transplants  are  now  a  covered  Medicare  benefit,  again  with  no 
accompanying  adjustment  in  plan  payment  levels;  and  lastly,  each 
year  plans  are  placed  at  risk  for  payment  cuts  mandated  by  Gramm- 
Rudman-Hollings,  and  yet  plans  cannot  respond  by  adjusting  the 
level  of  supplemental  benefits  offered  by  many  contractors.  In  the 
latter  case,  this  is  particularly  ironic  because  many  defense 
contractors  are  protected  from  automatic  program  cuts.  Given  these 
annual  surprises,  this  is  truly  a  "risk"  contracting  program. 

o  AMCRA  advocates  that  risk  contractors  be  protected  from  mid- 
year benefit/payment  changes  and  that  they  be  notified  by  HCFA  of 
the  benefit  "lock-in." 

o  In  the  alternative,  the  managed  care  plan  should  receive  cost- 
based  reimbursement  for  each  service  rendered  as  a  result  of  mid- 
year coverage  changes  which  increase  plan  coverage  obligations. 

Appeals  Process 

In  1989,  Congress  enacted  a  provision  which  requires  public 
disclosure  of  the  assumptions  and  changes  in  the  Medicare  payment 
methodology.  While  this  was  a  welcome  initiative,  it  is  unclear 
whether  Medicare  risk  contractors  can  benefit  from  this  sunshine 
provision  without  having  an  explicit  appeal  process  should  sunshine 
reveal  inaccuracies  in  the  rate-setting  process. 

o  AMCRA  recommends  that  an  explicit,  formal  appeals  process  be 
added  for  Medicare  contractors  seeking  corrections  to  the  Medicare 
payment  rates.  Corrections  to  the  payments  should  then  be  applied 
retroactively . 


104 


8 

State  Regulations  Which  Conflict 
with  Federal  Requirements  Should  Be  Eliminated 

State  regulation  of  federal  Medicare  contracts  is  increasing. 
Often  these  state  efforts  are  contradictory  to  federal  law  and  act 
as  a  barrier  to  Medicare  program  expansion.  This  over-regulation 
results  in  increased  costs,  disrupts  plan  operations  and  can 
confuse  beneficiaries. 

o  AMCRA  advocates  that  states  be  prohibited  from  regulating 
federal  Medicare  risk  and  cost  contracts. 

HCFA's  Reconsideration  Process  Should  Be  Revised 

There  has  been  confusion  regarding  which  Medicare  coverage 
standards  should  be  used  when  reconsidering  a  benefits  coverage 
decision.  The  essential  issue  is  whether  the  Medicare  coverage 
standards  should  be  those  that  were  in  effect  at  the  time  the 
services  at  issue  were  initially  denied  by  the  Medicare  plan  or  the 
coverage  standards  in  place  at  the  time  of  the  reconsideration. 
Further,  reopening  cases  and  presenting  new  information  supporting 
a  plan's  decision  is  difficult  under  the  current  system  and  may 
prevent  the  plan  from  recovering  payment  from  a  provider  or  an 
enrollee. 

o  AMCRA  supports  a  reconsideration  process  which  evaluates 
appeals  based  on  coverage  rules  which  applied  at  the  time  the 
service  at  issue  was  rendered.  The  appeals  procedures  also  need  to 
be  modified  to  allow  plans  more  due  process. 

The  Use  of  the  ACR  Should  Be 
Discontinued 

The  adjusted  community  rate  (ACR)  is  an  artificial  construct,  whose 
application  is  an  administrative  burden  for  both  HCFA  and  managed 
care  contractors.  As  a  result  the  ACR  creates  a  barrier  to  new  or 
continued  participation  by  plans  in  the  Medicare  risk  contracting 
program. 

o        AMCRA  supports  elimination  of  the  ACR. 

Thank  you  for  the  opportunity  to  present  AMCRA' s  views  on  the 
Medicare  risk  contracting  program.  I  would  be  happy  to  answer  any 
questions  the  members  of  the  Subcommittee  might  have  on  these  or 
any  other  issues  raised  here  today. 
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AMCRA'S  MEDICARE  MANAGED  CARE 
POLICY  RECOMMENDATKMS  FOR  THE  MEDICARE 
PROGRAM'S  MANAGED  CARE  INITIATIVES 


AMCRA  is  the  national  trade  association  for  the  managed 
health  care  industry.  Its  membership  includes  HMOs,  IPAs,  CMPs, 
PPOs,  utilization  review  companies,  and  other  entities  which 
have  as  their  goal  the  ability  to  offer  managed  health  benefits 
in  lieu  of  the  traditional  fee -for -service  health  care  system. 

Medicare  Managed  Care  Programs  at  this  time  take  a  variety 
of  forms,  but  barriers  to  greater  managed  care  involvement  in 
the  Medicare  Program  remain.  Federal  policies  that  will 
encourage  more  managed  care  organizations  to  serve  the  Medicare- 
el  igible  population  must  be  developed  and  enacted. 

To  that  end,  AMCRA  created  a  Medicare  Policy  Task  Force 
of  its  members  to  identify  and  recommend  solutions  to  the 
problems  facing  managed  care  organizations  who  wish  to  parti- 
cipate or  who  wish  to  continue  to  participate  in  the  Medicare 
Program.  The  enclosed  "White  Paper*  describes  our  recommenda- 
tions for  Improving  the  Medicare  Program's  managed  care 
initiatives. 

The  present  political  climate  offers  encouragement  for 
the  success  of  a  cooperative  effort  to  Improve  the  existing 
programs,  and,  as  described  herein,  managed  care  plans  are 
advantageous  for  all  parties  concerned- -the  federal  government, 
the  plan  and  most  of  all  the  Medicare  beneficiary.  Presi- 
dent Bush  agrees  and  has  expressed  a  desire  to  see  managed 
care  play  a  greater  role  in  meeting  the  health-care  needs  of 
America's  Medicare  population.  The  1991  Health  Care  Financing 
Administration  budget  reflects  this  priority  by  proposing 
Increased  funds  for  the  Medicare  managed  care  programs  as  well 
as  by  proposing  new  Medicare  managed  care  options. 

AMCRA  urges  all  federal  health  policymakers  to  work  to 
assure  that  these  recoewendatlons  are  adopted  as  quickly  as 
possible  so  that  the  managed  care  Industry  can  more  fully 
address  the  needs  of  the  Medicare  population.  AMCRA  members 
and  staff  are  cowltted  to  this  effort  and  are  ready  to  offer 
assistance  in  achieving  this  goal. 

Thank  you  for  your  consideration  of  thi  s  Important  matter. 


Sincerely, 


r^HiT^   .,„Hor,7^  Ronald  A.  Hurst_  .^^ 


Gerald  W.  Landgraf 
President 

BZICQTITI  lUlOfAAY 


Ronald  A.  Hurst 
Executive  Vice  President 


Monzcxa  muaobd  cari  aid  biviiw  M«ociA*io«'a 

mo  MlDICABl  MAMAQID  CAB!  TOLICT 


in  summary,  th«  .xisting  M«dicar«  managed  car*  program  of  HMO 
risk  contracting  is  an  attractive  and  b«n«ficial  program  for  a 
variety  of  reasons: 

Ti^  is  beneficial         ^^^^  M^tr^re  bentf igiarv  ^frfl^n,t  U  Qtr^rs: 

1.  organized  primary  care  physician  isSMMM  into  the 
health  care  system; 

2.  procedures  and  program,  to  promote  the  ffliallfiY  Sl 
care  rendered  in  a  managed  care  setting; 
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nfi  balangt  billing  of  out-of-pock«t  co«t«  and  is 
consequently  Imom.  costly  than  th«  traditional  Medicare 
fee-for-service  system;  and 

coverage  for  prgYmfltjvt  hli^  feiHAma. 

fjgial  gor  the  federal  government  beeau.a  ^ff^fg- 

CQ8t-predlctabi]i^Y  of  Medicare  Program  expenditures; 


2 .      na  additiqnal  admlniatrativ  costs  for  the  Medicare 
Program. 

Nevertheless,  despite  these  attractive  features,  the  program  has 
not  had  an  opportunity  to  reach  it«  full  potential.  The  reasons 
for  this  are  described  herein.  To  rectify  this  situation,  AMCRA's 
Medicare  Policy  Task  Force  has  identified  the  following  issues  and 
put  forth  the  following  recommendations: 

I.      MtdlW  aw  Risfc  Contraetina  aeao— endatiene 

Issue  It    Tbe  Medleare  HMO  Risk  ceatraotlng  Payment  Rate  Should 
■e  Adequate  


Managed  care  will  be  a  part  of  any  solution  to  the  health  care 
cost  and  benefit  management  problems  for  the  Medicare  population. 
Therefore,  adequate  payment  rates  for  Medicare  risk  contracts  are 
needed  which   reflect  current  marketplace  costs   for  delivering 
Medicare  covered  services  in  order  to  ensure  (1)  niK  HMO  partici- 
pation in  the  Medicare  risk  contracting  program;  (2)  continued  HMO 
participation  in  this  advantageous  program;  and  (3)  expanded  enroll- 
ment of  Medicare  beneficiaries  in  HMO  managed  care  settings.  To 
accomplish  this  number  one  priority  goal  of  the  Task  Force,  we  put 
forth  the  following  recommendations: 

o  AMCPA  welcomes  the  Bush  Administration's  initiatives  to 
create  more  attractive  Medicare  HMO  payment  rates, 
including,  but  not  limited  to,  the  Bush  Administration's 
legislative  proposal  to  eliminate  the  current  5%  reduction 
in  HMO  payment  rates  that  currently  exists  by  statute. 

o  A  number  of  AMCRA  HMO  members  provide  a  valuable  example 
to  Congress  of  the  ability  of  Medicare  HMO  risk  contractors 
to  continue  to  provide  expanded  Medicare  benefits  in  a 
cost  effective  manner  with  no  cost  shifting  to  the  Medicare 
beneficiary.  Therefore,  AMCRA  supports  the  continuation 
of  the  existing  expanded  Medicare  benefits  at  appropriate 
payment  rates  and  at  the  option  of  the  Medicare  HMO  risk 
contractor.  Implementation  of  this  recommendation  will 
require  the  enactment  of  new  legislation. 

issue  2 1    The  Bzistlag  QualitT  Aasuranee  Meehanlsms  Are  wasteful 
Aa4  laftgigim   

fteflomendatione 

o  HCFA  should  utilize  PROs  to  review  externally  and  to 
validate  and/or  make  recommendations  for  improvement  in 
the  adequacy  of  an  HMO's  active  internal  quality  assurance 
program  and  eliminate  any  further  PRO/HMO  review 
requirements  (such  as  individual  medical  records  case 
review)  unless  the  HMO  fails  to  demonstrate  an  adequate 
internal  quality  assurance  program  on  a  repeated  basis. 
Although  implementation  of  this  reco«endation  is  within 
HCFA's  existing  legal  authority,  HCFA  repeatedly  has 
refused  to  adopt  this  interpretation  of  existing 
legislation.  Consequently,  implementation  of  this 
recommendation  will  require  legislative  clarification. 
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o  In  thm  mvnt  an  HHO'a  quality  ansuranc*  activitiaa  ar« 
datarminad  to  torn  inadaquata  by  tha  PRO,  than  HCPA  may 
mandata  that  tha  PRO  bacoaa  nora  involvad  in  tha  HMO's 
quality  aaauranca  procaaa.  At  tha  HMO's  option,  tha  PRO, 
undar  such  circxunstancaa,  aithar  may  raquast  madical 
racords  diractly  from  tha  providar  or  physician  with 
notification  of  tha  raquast  to  tha  HMO,  or  naka  such 
requests  to  tha  HMO  diractly.  Providers  and  physicians 
should  be  appropriately  reimbursed  for  the  costs  incurred 
to  comply  with  these  requests.  Such  a  requirement  would 
facilitate  the  fair  distribution  of  the  financial  costs 
incurred  in  complying  with  the  PRO  review  process  among 
the  parties  participating  in  the  process,  insofar  as  a 
PRO'S  review  of  an  HMO's  quality  assurance  program  re- 
quires medical  records  retrieval.  Implementation  of  this 
recommendation  will  require  tha  enactment  of  new  legisla- 
tion. 


o  HCFA  should  change  the  PRO'S  statewide  "geographic  area" 
to  a  broader  regional  area  for  the  purpose  of  PRO  review 
of  HMOs  with  Medicare  risk  contracts.  Regional  consolida- 
tion of  this  review  will  be  more  effective  and  efficient, 
will  accommodate  multistate  entities  and  will  better 
fulfill  Congressional  intent.  Implementation  of  this 
recommendation  will  not  require  the  enactment  of  new 
legislation  as  the  existing  statute  expressly  provides 
the  Secretary  with  the  necessary  flexibility. 

o  HCFA  should  refrain  from  publicly  releasing  any  informa- 
tion retrieved  during  the  PRO/HMO  review  process  until 
meaningful  standards  for  the  PRO  review  of  HMOs  are 
adopted.  Such  standards  should  be  adopted  after  industry 
input  and  public  comment  and  should  include  a  standard 
addressing  when  public  disclosure  of  information  by  the 
PRO  is  appropriate.  Such  standards  should  also  apply  to 
PRO  review  of  all  ambulatory  care  irrespective  of  whether 
an  HMO  is  involved.  Implementation  of  this  recommendation 
is  within  HCFA's  existing  legal  authority. 

Issue  3s    only  Those  Physlolaa  IneentiTe  PayaeBts  That  Are 
PatieBt/Phviaian  Speaifia  gheuld  Prohibited  

ttaeoMeBdatieBS 

o  The  Medicare  Program  should  prohibit  any  direct  and 
specific  individual  payment  to  a  physician  as  an  induce- 
ment to  withhold  or  limit  a  specific  medically  necessary 
service  to  an  identifiable  patient. 

o  The  Medicare  Program  should  conduct  periodic  surveys  in 
both  the  managed  care  and  fee- for-service  Medicare  sectors 
to  determine  the  level  of  Medicare  beneficiary  satisfac- 
tion with  the  accessicility,  cost  and  quality  of  care  they 
receive . 

o  The  Medicare  Program  should  pursue  research  on  developing 
improved  method?  of  adjusting  comp«isation  systems  for 
Sfference.  in  risk  -ttributible  to  patient  ch^awcte^^ 
istics,  and  research  to  ascertain  the  of  alternative 

risk  sharing  arrangements  on  the  accessibility,  quality, 
cost  and  efficiency  of  obtaining  health  care. 

issue  4t    T**^  »o/so  BBrQllMMt  MiK  fnU  Tl  IffiffUlifct* 


o 


Require  that  the  current  statutory  language  ••^^JJi'JfjJ 
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trac)c-r«cord  of  providing  quality  .•rvic««  and  of  finan- 
cial soundn-.a  would  b«  authorized  to  axcaad  tha  sS/So 
•nrollnant  mix  rula.  Tha  langth  of  tha  poaitiva  track- 
racord,  aa  a  maaaura  of  axparianca,  naad  not  ba  spacifi.d 

li^Z  frl^  ^V!^,^^  flexibility  whila  atill  praventing  naw 
?  ^nfJf  complianca  with  tha  ganaral  ^ile. 

In  addition,  for  aultiataga  or  mult i -contract  plans,  a 
fE'^^c^^.^^*  ba  mada  to  pamit  such  plans  to  exceed 

the  50/50  enrollment  mix  rule  regionally  ao  long  as  the 
plan  s  national  enrollment  mix  doea  not  exceed  a  certain 
percentage.  Implementation  of  this  recommendation  will 
require  the  enactment  of  new  legislation. 

Issue  51  There  Should  Be  Mo  changes  Za  The  HMO's  Medicare 
Coverage  Obllgatioaa  During  The  Tern  Of  The  Annual 
Medloare  Risfc  Ceatreat  


o  HCFA  should  be  prohibited  from  modifying  an  HMO's  Medicare 
coverage  obligations  midyear,  even  if  the  traditional 
Medicare  Program's  coverage  rules  "change"  during  the  term 
of  the  HMO's  contract.  Such  a  "change"  would  include 
modifications  as  well  as  clarifications  so  long  as  the 
HCFA  action  would  alter  the  HMO's  obligations  under  the 
risk  contract.  Implementation  of  this  recommendation 
is  within  HCFA's  existing  legal  authority. 

o  In  conjunction  with  this  prohibition  against  coverage 
changes  midyear,  HMOs  should  be  required  to  notify 
potential  enrollees  that  their  Medicare  coverage  from  the 
HMO  will  be  "locked-in"  for  the  specified  annual  tine 
period  which  corresponds  with  the  annual  renewal  of  the 
risk  contract.  Action  by  HCFA  on  this  recommendation  will 
require  the  enactment  of  new  legislation. 

o  In  the  alternative,  HMOs  should  receive  cost-based 
reimbursement  for  each  service  rendered  as  a  result  of 
increased  coverage  obligations  imposed  upon  the  HMO 
midyear. 

Issue  Ct  There  Should  Be  A  Focmal  Appeals  Vroeess  For  BMOs 
Who  wish  To  Chelleage  The  Aoeuraey  of  The  Federal 
ao^erMeaf  Madioare  Pa^nt  Batea  for  HMOs  

saaa— adatiea 

o  An  explicit  formal  appeals  process  should  be  added  for 
HMOs  to  seek  correct iona  to  Medicare  payment  rates  onca 
published.       If   the   appeal    is   successful,    then  such 

corrections  should  be  applied  retroactively.  Furthermore, 
if  the  successful  appeal  should  apply  to  all  Pj^nm,  then 
such  retroactive  application  should  be  afforded  to  all 
plans  affected  at  the  time.   Action  on  this  recommendation 
will  require  the  enactment  of  new  legislation. 

laaue  7t    Coafliota  Betveea  state  Aad  Federal  HMO  Regulatory 
Requirements  Should  Be  Blimiaatad  

o  States  should  be  prohibited  from  regulating  the  federally- 
regulated  Medicare  products  offered  by  HMOs  with  Medicare 
contracts.  This  recommendation  for  federal  preemption 
appliea  to  Medicare  risk  contracts  AOd  Medicare  cost 
contracts.  Implementation  of  this  recommendation  will 
require  the  enactment  of  new  legislation. 
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o  The  reconsideration  process  should  require  the  decision- 
maker to  decide  the  appeal  using  the  Medicare  coverage 
standards  as  they  were  in  effect  at  the  tine  the  service 
at  issue  was  rendered  even  if  those  coverage  standards 
are  subsequently  modified  during  the  reconsideration 
process.  Implementation  of  this  recommendation  is  within 
HCFA's  existing  legal  authority. 

o  The  reconsideration  process  should  be  modified  to  permit 
the  HMO  to  decide  all  reconsiderations  or,  in  the  alterna- 
tive, to  provide  the  HMO  with  the  right  to  request  a 
hearing  before  an  administrative  law  judge  as  is  presently 
afforded  to  the  Medicare  provider  and  enrollee.  Action 
on  this  recommendation  may  require  the  enactment  of  new 
legislation. 

o  The  reconsideration  process  should  be  modified  to  permit 
the  claimant  to  exhaust  all  appeals  before  requiring 
payment.  Action  on  this  recommendation  is  within  HCFA's 
existing  legal  authority. 

Issue  tt    THe  Use  of  Tbe  Adjusted  Cemaity  Rate  Should  Be 
Dlseentinued  

aeee—endatien 

o  The  ACR  requirement  should  be  eliminated.  Support  for 
this  recommendation  comes  from  the  fact  that  elimination 
of  the  ACR  also  was  proposed  by  the  prior  Administration 
in  its  1988  Report  to  Congress.  Implementation  of  this 
recommendation  will  require  the  enactment  of  new 
legislation. 


AM1R2CAM  MAXAOBD  CARl  AlID  RXVIIW  ABiOCIATIOM'f 
1»»Q  KIPICAM  MAM^qBD  CARl  POLICY  RlCOMimiPATIQlia 


I.  Introduction 

Medicare  beneficiaries  who  receive  their  Medicare  covered  health 
care  services  in  a  managed  care  setting,  such  as  through  an  HMO  with 
a  Medicare  risk  contract,  reap  enormous  benefits.  First,  these 
beneficiaries  have  access  to  a  primary  care  physician  who  serves 
as  the  main  focal  point  for  assisting  the  beneficiaries  with  access 
into  the  health  care  system.  Second,  all  of  the  participating 
providers  in  the  HMO  have  undergone  a  credential  ling  process  before 
becoming  part  of  the  panel.  Moreover,  the  HMO,  itself,  is  required 
to  maintain  an  internal  quality  assurance  program  for  the  care 
rendered  by  participating  providers.  These  procedures  and  programs 
are  designed  to  promote  the  quality  of  si£t  rendered  in  the  managed 
care  setting.  Third,  there  is  na  balance  billing  of  out-of-pocket 
costs  to  consider  when  a  Medicare  beneficiary  enrolls  in  an  HMO 
Medicare  plan.  This  is  because  the  HMO  and  its  panel  of  partici- 
pating providers  have  agreed  in  advance  as  to  how  the  providers  will 
be  compensated  for  the  care  provided,  and  balanced  billing,  except 
for  nominal  copayments,  is  prohibited.  Therefore,  the  Medicare  HMO 
risk  contracting  plan  is  considerably  \f»»  eoetlv  to  the  individual 
Medicare  beneficiary  than  the  traditional  Medicare  fee-for-service 
system.  Finally,  the  HMO  usually  provides  coverage  beyond  what  the 
Medicare  Program  provides  and  often  these  additional  benefits  do 
not  significantly  raise  the  beneficiaries'  costs.  A  good  example 
of  this  is  the  HMO's  coverage  for  prtY^"^^^!""*  health  benef it«  like 
check-ups  and  immunizations  to  keep  the  Medicare  beneficiaries 
healthy. 
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Th«r«  ar«  also  cl«ar  advantaga*  to  tha  fadaral  govamMnt  in 
maximizing  HMO  participation  in  tha  capitatad  Madicara  managad  cara 
alteiTiativa.  coat-pradictabtHf.Y  is  th«  foraaost  advantaga  in  that 
tha  HMO's  faa  fros  tha  fadaral  govamaant  is  fixad  in  advanca  of 
a  contract  yaar  for  aach  Madicara  banaficiary  who  may  anroll,  and 
this  faa  raprasants  paymant  in  full  for  Madicara  covarad  banaf its 
irrespactiva  of  actual  utilization.  Tha  HMO  is  at  "risk"  for  any 
cost  ovarruns  which  may  occ\ir  throughout  tha  anrollmant  yaar. 
Moreovar,  othar  than  tha  anrollmant  raports  and  budgats  submitted, 
thara  ara  virtually  na  additional  adMinistrativa  costs  incurred  by 
the  federal  govamaant  for  providing  Madicara  benefits  to  the 
beneficiaries  enrolled  in  tha  HMO.  There  is  no  claias  processing 
by  intermediaries  and  carriers.  Consequently,  there  are  advantages 
to  be  gained  by  the  federal  govemaent  froa  this  Medicare  managed 
care  program  as  well. 

Of  course,  the  managed  care  industry  also  sees  great  potential 
in  having  attractive  opportunities  to  interface  with  the  Medicare 
population.  There  are  econoBl^^  ^^^i,  that  can  b«  achieved  by 
expanding  the  HMO's  operations  to  include  the  Medicare  population. 
There  is  also  the  demographic  reality  that  the  HMO  enrollees  of  today 
are  the  Medicare  banaf iciaries  of  tomorrow.  Rather  than  lose  this 
managed  care  enrollment  to  the  traditional  Medicare  fee-for-service 
system,  the  HMO  community  would  prefer  to  have  a  viable  federal 
program  in  place  for  the  HMO  to  interface  effectively  and  efficiently 
with  the  Medicare  Program. 

Nevertheless,,  despite  the  attractive  features  of  Medicare  HMO 
risk  contracting  for  Medicare  beneficiaries,  the  federal  government 
and  the  managed  care  industry,  the  program  has  not  had  an  opportunity 
to  reach  its  full  potential  since  eusendments  were  passed  in  1982 
which,  for  the  first  time,  made  Medicare  risk  contracting  a  reality. 
There  are  a  variety  of  reasons  for  this.  Some  reasons  include 
inadequate  payment  rates,  stringent  regulatory  oversight  as  well 
as  tha  fear  of  whether  the  federal  govemaent  can  be  a  reliable 
business  partner.  In  this  regard,  if  an  HMO  is  assualng  the  risk 
of  cost  overruns  by  accepting  a  fixed  fee  as  payaent  in  full,  what 
happens  if,  in  midyear,  there  are  Grama-Rudaan  cuts  or  increases 
in  the  scope  of  benefits  to  be  covered?  How  can  the  HMO  avoid 
financial  catastrophe  under  these  Medicare  risk  contracts? 

The  answers  to  these  and  other  siailar  questions  lie  in  the 
need  to  evaluate  this  program  and  to  propose  recoaaendations  to  make 
this  program  more  attractive  to  every  party  involved.  To  accomplish 
this  objective,  in  1988  a  Medicare  Policy  Task  Force  was  formed  as 
a  working  group  of  members  within  AMCRA^  to  address  an  issue  of  great 
importance  to  the  entire  managed  care  industry—the  future  of 
HMO/competitive  medical  plan  ("CMP")  participation  in  the  Medicare 
Program.  This  Task  Force  is  comprised  of  HMO  industry  represen- 
tatives with  a  familiarity  and  interest  in  the  Medicare  Program, 
and  it  has  met  often  since  its  inception  to  discuss  the  problems 
thus  far  experienced  by  HMOs*'  in  providing  covered  services  to 
Medicare  beneficiaries  and  to  develop  recoaaendations  to  address 
those  problems.  Specific  emphasis  has  been  given  to  the  Medicare 
Program's  payment  policies  and  how  those  policies  impact  upon  an 
HMO's  ability  and  willingness  to  participate  in  the  Medicare 
Program's  existing  aanaged  care  contracting  opportunities. 


AMCRA  is  a  national  trade  association  representing  the  managed 
care  industry  which  includes  such  entities  as  HMOs,  PPOs,  and 
private  utilization  review  entities. 

Although   we   recognize   that   the   statute   permits  Medicare 

contracting  with  both  HMOs  and  Coapetitive  Medical  Plans 
CCMPs"),  for  purposes  of  siaplicity  in  this  paper,  we  have 
chosen  to  refer  to  both  types  of  eligible  organizations  as 
"HMOs." 
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Th«  goal  of  AMCRA's  Medicare  Policy  Task  Forc«  is  to  develop 
Medicare  policy  recommendations  designed  to  increase  HMO  partici- 
pation in  the  Medicare  Program  and  thus  increase  the  number  of 
Medicare  beneficiaries  who  receive  their  Medicare  benefits  in  the 
more  desirable  managed  care  setting.  It  is  the  intention  of  the 
Task  Force  that,  once  recommendations  are  adopted  by  AMCRA,  their 
implementation  would  be  sought  either  through  administrative  or 
legislative  means,  whichever  would  be  required  and  appropriate. 

As  a  result  of  AMCRA's  Medicare  Policy  Task  Force's  activities 
to  date,  a  "White  Paper"  was  prepared  in  1989  which  identified 
problem  areas  and  presented  proposed  solutions.  The  White  Paper 
was  then  disseminated  to  the  relevant  health  policymakers  for 
consideration.  We  are  pleased  that  several  of  AMCRA's  recommenda- 
tions were  incorporated  into  new  federal  legislation  in  1989,  and 
the  managed  care  industry  is  awaiting  HCFA's  implementation  of  these 
new  legal  requirements  during  the  course  of  1990.  In  the  meantime, 
new  proposals  and  ideas  have  been  forthcoming,  and  several  of  the 
problems  identified  last  year  remain  unresolved.  Consequently, 
AMCRA's  Medicare  Policy  Task  Force  has  again  identified  and  prioriti- 
zed the  most  serious  problems  confronting  the  Medicare  managed  care 
risk  contracting  program  and  has  developed  recommendations  for 
addressing  these  high  priority  problems.  This  paper  includes  the 
recommendations  of  this  Task  Force  and  constitutes  AMCRA's  1990 
Medicare  managed  care  policy  recommendations  for  improving  the 
Medicare  Program's  existing  managed  care  opportunities.^ 

In  summary,  the  issues  given  high  priority  and  which  are 
addressed  in  detail  below  include  the  following: 

Issue  1:  The  Medioeze  HUO  Risk  COBtreotiBg  Payment  Rate  Should 
Be  Adequate 

Issue  2 1  The  izlstlBg  Quality  Assuraaee  Meohanisms  Are  wasteful 
And  laeffloieat 

Issue  3t  oalT  Those  Physieiaa  laoeative  Paymeats  That  Are 
Patleat/Vhysleiaa  tpeelfie  Should  Be  Prohibited 

issue  4t    The  SO/50  Barollaeat  Mix  Rule  Is  laflexible 

issue  St  There  fhould  Be  Vo  Chaages  la  The  mo* s  Medicare 
Coyerage  Obllgatloas  Ouriag  The  Term  Of  The  Annual 
Medieaze  Risk  Coatraet 

Issue  <2  There  Should  Be  a  Poraal  Appeals  Proeess  For  HMOa 
Who  wish  To  Challeage  The  Aceuraey  of  The  Federal 
Ooveraaeat's  Medicare  Paymeat  Rates  For  BMOs 

Issue  7:  coaflicts  Betveea  state  Aad  Federal  mo  Regulatory 
Requiremeats  Should  Be  iliaiaated 

issue  S:    HCFA's  Recoasideratioa  Process  Should  Be  Revised 

Issue  The  Ose  of  The  Adjusted  coawiaity  Rate  Should  Be 
Discoatiaued 


special  thanks  is  -xtended  to  the  TajX  .^^^^^^^ 
names  appear  at  the  end  of  this  P*I^f *  , jV"  p^tti-Todd,  Esq., 
to  Lynn  Shapiro  Snyder,   Esq.  ^%  ^"^^^^.^^^^l^l^lLnc.  in 
from  Epstein  Becker  6  Green,   P.C.   for  tneir 
preparing  this  AMCRA  position  paper. 
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Th«  specific  recommendations  ar«  mmt.  fort-h  . 

authority.    Each  recoiu..n<lation  includ..  a  r.f.r.n«  a,  to  „h.S« 
such  action  is  within  Hcr*'s  .xisting  lagal  authority  and  h^^S^ 
U«r,   and""  f^dVrVl"  ^-"•^^"•ly-    AM^RAlr,..  all  l^il^ 

I««u«  1:    Th*  N«dioar«  HMO  Risk  Coatraotlag  PavBant  Rata 
Should  Ba  Adaquata  

Currant  Law 

Section  1876(a) (1) (C)  of  the  Social  Security  Act,  as  amended, 
states: 

The  annual  per  capita  rate  of  payment  for  each 
such  class  shall  be  equal  to  95  percent  of  the 
adjusted  average  per  capita  cost  ["AAPCC"]  (as 
defined  in  paragraph  (4))  for  that  class. 

Section  1876(a)  (4)  of  the  Social  Seciirity  Act,  as  amended,  then 
provides  as  follows: 

For  purposes  of  this  section,  the  term  ["AAPCC] 
means  the  average  per  capita  amount  that  the 
Secretary  estimates  in  advance  (on  the  basis 
of  actual  experience,  or  retrospective  actuarial 
equivalent  based  upon  an  adequate  sample  and 
other  information  and  data,  in  a  geographic  area 
served  by  an  eligible  organization  or  in  a 
similar  area,  with  appropriate  adjustments  to 

assure  actuarial  equivalence)  would  be  payable 
in  any  contract  year  for  services  covered  under 
parts  A  and  B,  or  part  B  only,  and  types  of 
expenses  otherwise  reimbursable  under  parts  A 

and  B,  or  part  B  only  (including  administrative 
costs  incurred  by  [intermediaries  and  car- 
riers]), if  the  services  were  to  be  furnished 
by  other  than  an  eligible  organization  .... 

gyiry  ?g  the  problem 

The  number  one  priority  problem  identified  by  the  Taslc  Force 
is  inadequate  payment  rates  available  for  Medicare  risk  contractors. 
Under  the  rates  thus  far  published,  there  is  little  incentive  for 
HMOs  to  participate  on  a  broader  scale  in  the  Medicare  Program's 
risk  contracting  initiative.  There  is  also  great  uncertainty  about 
the  continued  participation  of  HMOs  currently  serving  as  Medicare 
risk  contractors.^  Problems  with  the  payment  rates  stem  from  a 
variety  of  sources  including,  but  not  limited  to,  the  following: 
(1)  a  flawed  payment  methodology  which  has  resulted  in  some  geo- 
graphic areas  where  payment  rates  result  in  groirth  and  other  geo- 
graphic areas  where  payment  rates  result  in  no  participation;  (2) 
erratic  differences  in  payment  ratea  in  contiguous  service  areas; 


The  number  of  signed  risk  contracts  in  1990  was  21  which 
represented  21  contracts  than  in  1989.      In  addition. 

Medicare  managed  care  enrollment  has  remained  '"i^^y 
in  the  past  few  years  at  the  one  million  mark.    Yet  the  number 
of  non-Medicare  people  enrolled  in  HMOs  has  grown  substantially 
during  this  same  time  period. 
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(3)   an  incomplata  data  basa  usad  to  calculata  HMO  paynant  ratas 

which  rasults,  in  part,   from  partial  raporting  of  assantial  data 
by  intermediaries  and  carriers;    (4)  delay  in  collection  of  data 
which  results  in  payment  rates  that  do  not  reflect  current  market- 
place costs  for  delivering  covered  services;  (5)  actuarial  manipula- 
tion of  the  methodology  through  the  use  of  update  factors  necessi- 
tated by  an  aged  data  base;  and  (6)  lack  of  public  access  to  changes 
in  the  methodology  used  to  calculate  payment  rates,  as  well  as  the 
lack  of  public  access  to  the  data  and  assumptions  used  to  formulate 
annual  payment  rates.     Some  of  the  problems  that  have  existed  in 
the  past  regarding  the  calculation  of  the  payment  rates  may  now  be 
resolved  in  the  future  since  Congress,  in  1989,  has  reguired  for 
the  first  time  the  public  disclosure  of  assumptions  and  changes  in 
the  methodology  used  in  calculating  the  Medicare  HMO  payment  rates. 
It  is  expected  that  with  public  disclosure  will  come  greater  accoun- 
tability and  hopefully  greater  accuracy  in  the  calculation  of  these 
rates.    Moreover,  HCFA  studies  already  have  identified  the  need  to 
make  certain  technical  modifications  in  the  existing  payment  rate 
methodology,  although  most  of  these  modifications  have  yet  to  be 
incorporated  by  HCFA  into  the  payment  rate  methodology.  Never- 
theless, even  if  the  accuracy  of  the  methodology  used  to  calculate 
these  payment  rates  is  improved,  that  accomplishment,  alone,  will 
not  be  sufficient  to  assure  adequate  payment  rates.    The  reason  for 
this  is  that  these  payment  rates  are  based  upon  what  the  traditional 
Medicare   fee-for-service   system  has  paid   for  Medicare  covered 
services  in  the  past  (the  "AAPCC")  trended  forward  by  actuarial 
assumptions.     Existing  law  then  requires  that  that  amount  (the 
"AAPCC")  be  reduced  by  5%. 

By  way  of  background,  in  1982,  when  the  current  HMO  risk  con- 
tracting program  was  enacted,  there  was  justification  for  this  5% 
reduction  in  HMO  payment  rates.  This  is  because  the  traditional 
Medicare  fee-for-service  system  at  that  time  was  highly  in- 
flationary. The  managed  care  industry  was  capable  of  providing  the 
same  Medicare  covered  benefits  for  at  least  5%  less  than  the  costs 
incurred  by  the  traditional  Medicare  Program  merely  by  providing 
a  managed  care  component  to  the  beneficiary's  procurement  of  these 
Medicare  benefits.  However,  since  1982,  the  Medicare  Program's 
reimbursement  rules  for  many  of  the  providers  under  the  traditional 
Medicare  Program  have  undergone  enormous  change.  Most  hospitals 
are  now  paid  according  to  Diagnostic  Related  Groups  ("DRGs")  and 
most  recently  Medicare  physician  payment  rules  have  undergone 
substantial  "cost-cutting"  reform.  Moreover,  there  is  still  the 
problem  of  having  an  inadequate  data  base  for  setting  the  payment 
rates.  In  any  event,  there  is  a  fundamental  flaw  in  the  statutory 
payment  formula  because  it  is  based  upon  performance  in  the  Medicare 
fee-for-service  sector. 

Indeed,  the  Milliman  and  Robertson  study  of  the  adequacy  of 
Medicare  HMO  payment  rates,  which  was  commissioned  by  the  Department 
of  Health  and  Human  Services  ("DHHS") ,  reported  that  the  "1987  error 
in  Part  B,  based  on  current  estimates,  equals  almost  a  5%  error  m 
total  (Part  A  and  Part  B)  program  costs,  making  a  95%  AAPCC  more 
like  a  90%  AAPCC.  "^  That  is  why  Secretary  Sullivan  announced  last 
year  that  the  Bush  Administration  supported  the  deletion  of  the 
existing  5%  reduction  in  Medicare  HMO  payment  rates.  Moreover,  any 
effort  to  create  more  attractive  payment  rates  for  HMOs  does  not 
necessarily  mean  the  expenditure  of  more  Medicare  Program  dollars 
overall.  This  is  because  the  more  attractive  rates  translate  into 
more  Medicare  beneficiaries  receiving  their  Medicare  benefits  m 
a  cost  effective  managed  care  setting. 

Interestingly,  although  Congress  repealed  the  "•5*if*5«  5*^"' 
trophic  Coveragi  Act  in  1989,  HMO.  with  Medicare  risk  contracts 
were  required,  during  the  1990  contract  year,  to  provide  all  of  the 
^;5Itii?lil  Medicare  Part  A  and  Part  B  bm»ef  it.  thjt  would  have  been 
covered  had  cata.trophic  coverage  not  been  repealed.      This  is 


See    HCFA'S  Report  to  Congress  of  It.  R?«f^«?;*^°r;^" 
AAPCC  and  ACR  (Appendix  B,  Milliman  and  Ro»>«r*««n  ^^'^f^  *  J 
page  70.)  HCFA's  Report  was  delivered  to  Congress  on  October 
14,  1988. 
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b«cau««  th«  HMO  fix«d  rat««  (which  included  th«a«  axoandAd  Mmain»^^ 
banafit.)  had  alraady  baan  astablishad  wall  in "dJSJ:^  ?ongr«! 
sional  rapaal.  Consaquantly,  Madicara  banaf iciariaa  anrollid  !n 
Madicara  ri.k  contracts  during  1990  hava  racaivad  thaa.  Si^tSdaS 
Madicara  banafits  and  tha  fadaral  govamaant  has  baan  abla  to 
provida  such  axpandad  Madicara  banafits  at  a  fixad  faa.  Navartha- 
lass,  It  is  unclaar  whathar  Madicara  banaf iciarias,  HMOs  and  tha 
fadaral  govarimant  will  hava  tha  opportunity  to  continua  providing 
thesa  axpandad  Madicara  banafits  as  part  of  tha  Madicara  risk 
contracting  progran. 


Race— B<a>tiQii« 

Managed  cara  will  ba  a  part  of  any  solution  to  tha  haalth  care 
cost  and  benefit  management  problems  for  tha  Madicara  population. 
Therefore,  adequate  payment  rates  for  Medicare  risk  contracts  are 
needed  which  reflect  current  marketplace  costs  for  delivering 
Medicare  covered  services  in  order  to  ensure  (l)  ma  HMO  partici- 
pation in  the  Medicare  risk  contracting  program;  (2)  continued  hmo 
participation  in  this  advantageous  program;  and  (3)  expanded  enroll  - 
msni  of  Medicare  beneficiaries  in  HMO  managed  care  settings.  To 
accomplish  this  number  one  priority  goal  of  the  Task  Force,  we  put 
forth  the  following  recommendations: 

o  AMCRA  welcomes  the  Bush  Administration's  initiatives  to 
create  more  attractive  Medicare  HMO  payment  rates,  in- 
cluding, but  not  limited  to,  the  Bush  Administration's 
legislative  proposal  to  eliminate  the  current  5%  reduction 
in  HMO  payment  rates  that  currently  exists  by  statute. 

o  A  number  of  AMCRA  HMO  members  provide  a  valuable  example 
to  Congress  of  the  ability  of  Medicare  HMO  risk  con- 
tractors to  continue  to  provide  expanded  Medicare  benefits 
in  a  cost  effective  manner  with  no  cost  shifting  to  the 
Medicare  beneficiary.  Therefore,  AMCRA  supports  the 
continuation  of  the  existing  expanded  Medicare  benefits 
at  appropriate  payment  rates  and  at  the  option  of  the 
Medicare  HMO  risk  contractor.  Implementation  of  this 
recommendation  will  require  the  enactment  of  new  legisla- 
tion. 

Issue  2s    Tbe  isistiBg  Quality  Assuraaoa  Meehaaisms  Are 
waeteful  And  laeffioient  

engreat  Law 

With  regard  to  an  ongoing  qualify  assurance  program.  Section 
1876(c)(6)  of  the  Social  Security  Act,  as  amended,  provides: 

The  organization  must  have  arrangements,  estab- 
lished in  accordance  with  regulations  of  the 
Secretary,    for  an  ongoing  quality  assurance 
program  for  haalth  care  services  it  provides 
to  such  individuals,  which  program  (A)  stresses 
health  outcomes   and    (B)    provides   review  by 
physicians  and  other  health  care  professionals 
of  the  process  followed  in  the  provision  of  such 
health  care  services. 


With  regard  to  peer  review  organization  ("PRO")  review  of 
Medicare  risk  contracting  servicea,  Section  1876(1) (7) (A)  of  the 
Social  Security  Act,  as  amended,  provides: 

Each  risk-sharing  contract  .  .  .  shall  provide 
that  the  organization  will  maintain  an  agreement 
with  a  utilization  and  quality  control  peer 
review  organization  .  .  .  under  which  the  review 
organization  will  perform  functions  .  .  .  with 
respect  to  services  .... 
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1876aw?WBi  oi''?hi*lc?i,1%P*^*"J^  ^•^^•^  <=«-t.,  Section 

1876(1)  (7)  (B)  Of  th«  Social  security  Act,  as  amttndad,  providM: 

For  purpos«s  of  payment  und«r  this  titls,  th« 
cost  of  such  agresmsnt  to  ths  sligibls  organiza- 
tion shall  b«  considsrsd  a  cost  incurred  by  a 
provider  of  ssrvicss  in  providing  covered 
services  under  this  title  and  shall  be  paid 
directly  by  the  Secretary  to  the  review  or- 
ganization on  behalf  of  such  eligible  organiza- 
tion in  accordance  with  a  schedule  established 
by  the  Secretary. 

Bli— rr  of  the  Prebl— 

The  primary  problem  with  the  existing  statutory  quality  assur- 
ance requirements  set  forth  above  is  the  often  unnecessary  duplica- 
tion of  effort  which  results  from  requiring  HMOs  to  maintain  an 
internal  ongoing  quality  assurance  program  while  also  requiring  HMOs 
to  contract  with  the  Medicare  Program's  PROs  for  external  review 
of  the  quality  of  care  rendered  in  the  HMO  setting.  This  redundancy 
is  particularly  problematic  where  an  HMO  has  an  established  track 
record  of  providing  quality  care.  This  redundancy  also  imposes  an 
unfair  administrative  burden  on  all  of  the  involved  parties  and 
results  in  a  significant  waste  of  taxpayer  dollars. 

Assuming  continued  PRO  involvement  in  quality  assurance  com- 
pliance review,  additional  problems  which  must  be  addressed  include: 
the  lack  of  adequate  confidentiality  afforded  by  the  PRO  to  the 
information  it  obtains  during  the  HMO  review  process;  the  lack  of 
uniformity  in  the  implementation  of  PRO  review  of  HMOs;  and  the 
lack  of  criteria  by  which  the  PROs  judge  the  quality  of  care  ren- 
dered in  the  HMO  setting. 

Finally,  a  related  and  significant  problem  concerns  the  unfair 
financial  impact  of  the  current  PRO  review  process  on  HMOs.  As  a 
result  of  HCFA's  interpretation  of  the  PRO/HMO  review  process,  HMOs 
are  faced  with  exorbitant  costs  for  medical  records  retrieval, 
whereby  HMO  resources  must  be  dedicated  to  the  PRO  review  process 
rather  than  to  the  provision  of  benefits  to  Medicare  beneficiaries. 
This  situation  is  especially  acute  with  IPA  model  HMOs  which  do  not 
maintain  medical  records  at  the  HMOs'  offices,  and  IPA/model  HMOs 
represent  the  predominant  type  of  HMO  in  the  United  States  today. 
Quality  assurance  is  one  of  the  most  vital  areas  of  HMO  endeavor 
today.  Nevertheless,  because  of  the  current  PRO  review  process, 
HMOs  participating  with  Medicare  risk  contracts  face  the  peculiar 
problem  of  having  a  substantial  majority  of  their  quality  assurance 
resources  absorbed  by  a  program  of  medical  record  retrieval  (which 
has  little  value),  and  dedicated  to  a  minority  of  the  HMOs'  total 
enrollees.  Hnoa  in  the  Medicare  risk  contracting  program  are  not 
reimbursed  in  any  fashion  for  the  total  costs  incurred  during  the 
PRO  review  process,  and  they  are  frustrated  with  the  overlap  of 
federal  regulatory  requirements.  This  problem  discourages  new  HMOs 
from  entering  into  risk  contracts  and  puts  existing  Medicare  risk 
contractors  at  a  severe  competitive  disadvantage  in  their  private 
business  and  in  their  ability  to  recruit  and  maintain  participating 
providers  and  physicians. 

tteeo—endetiens 

o  HCFA  should  utilize  PROs  to  review  externally  and  to 
validate  and/or  make  recommendations  for  improvement  in 
the  adequacy  of  an  HMO's  active  internal  quality  assurance 
program  and  eliminate  any  further  PRO/HMO  review  require- 
ments (such  as  individual  medical  records  case  review) 
unless  the  HMO  fails  to  demonstrate  an  adequate  internal 
quality  assurance  program  on  a  repeated  basis.  Although 
implementation  of  this  recommendation  is  within  HCFA  s 
existing  legal  authority,  HCFA  repeatedly  has  refused  to 
adopt  this  interpretation  of  existing  legislation, 
consequently,  implementation  of  this  recommendation  will 
require  legislative  clarification. 
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o  In  th«  •VMt  an  HMO's  quality  assurance  activitias  ara 
datarminad  to  ba  inadaquata  by  tha  PRO,  than  HCFA  may 
aandata  that  tha  PRO  bacoaa  nora  involvad  in  tha  HMO's 
quality  assuranca  procass.  At  tha  HMO's  option,  tha  PRO, 
undar  such  circunstancas,  aithar  aay  raquast  madical 
records  directly  from  the  provider  or  physician  with 
notification  of  the  request  to  the  HMO,  or  make  such 
requests  to  the  HMO  directly.  Providers  and  physicians 
should  be  appropriately  reimbursed  for  the  costs  incurred 
to  comply  with  these  requests.  Such  a  requirement  would 
facilitate  the  fair  distribution  of  the  financial  costs 
incurred  in  complying  with  the  PRO  review  process  among 
the  parties  participating  in  the  process,  insofar  as  a 

PRO'S  review  of  an  HMO's  quality  assurance  program  re- 
quires medical  records  retrieval.  Implementation  of  this 
recommendation  will  require  the  enactment  of  new  legisla- 


o  HCFA  should  change  the  PRO'S  statewide  "geographic  area" 
to  a  broader  regionial  area  for  the  purpose  of  PRO  review 
of  HMOs  with  Medicare  risk  contracts.  Regional  consolida- 
tion of  this  review  will  be  more  effective  and  efficient, 
will  accommodate  multistats  entities  and  will  better 
fulfill  Congressional  intent.  Implementation  of  this 
recommendation  will  not  require  the  enactment  of  new 
legislation  as  the  existing  statute  expressly  provides 
the  Secretary  with  the  necessary  flexibility. 

o  HCFA  should  refrain  from  publicly  releasing  any  informa- 
tion retrieved  during  the  PRO/HMO  review  process  until 
meaningful  standards  for  the  PRO  review  of  HMOs  are 
adopted.  Such  standards  should  be  adopted  after  industry 
input  and  public  comment  and  should  include  a  standard 
addressing  when  public  disclosure  of  information  by  the 
PRO  is  appropriate.  Such  standards  should  also  apply  to 
PRO  review  of  all  euBbulatory  care  irrespective  of  whether 
an  HMO  is  involved.  Implementation  of  this  recommendation 
is  within  HCFA's  existing  legal  authority. 

Issue  3t    Only  Those  Physloiaa  laeeative  Payments  That 
Are  Patieat/Pbysieiaa  tpeeifie  thould  Be 

Prohibited  

Gorrent  Law 

Section  1128  A{b) (1)  of  the  Social  Security  Act,  as  amended, 
provides  as  follows: 

(b) (1)  If  a  hospital,  an  eligible  organization 
with  a  risk-sharing  contract  under  section  1876, 
or  an  entity  with  a  contract  under  section 
1903 (m)  knowingly  makes  a  payment,  directly  or 
indirectly,  to  a  physician  as  an  inducement  to 
reduce  or  limit  services  provided  with  respect 
to  individuals  who— 

(A)  are  entitled  to  benefits  under 
part  A  or  part  B  of  title  XVIII  or 
to  medical  assistance  under  a  State 
plan  approved  under  title  XIX, 

(B)  in  the  case  of  an  eligible  or- 
ganization or  an  entity,  are  enrolled 

with  the  organization  or  entity,  and 

(C)  are  under  the  direct  care  of  the 
physician, 


117 


13 

organization  shall  b«  .ubj.ct 
m  addition  to  any  oth.r  p.nalti..  that  b; 
prescribed  by  law,  to  a  civil  money  p«nal?J  of 

S?th°rnni5:\^''2°°  individual 
with  r«sp«ct  to  whom  th«  paym.nt  is  mad*. 

(2)  Any  physician  who  taowingly  accepts  receipt 
of  a  payment  described  in  paragraph  (1)  shall 
be  subject,  in  addition  to  any  othSr  penalties 
that  may  be  prescribed  by  law,  to  a  civil  money 
penalty  of  not  more  than  $2,000  for  each  in- 
dividual described  in  such  paragraph  with 
respect  to  whom  the  payment  is  made. 

Pursuant  to  the  Omnibus  Budget  Reconciliation  Act  ("OBRA")  of  1986 
OBRA  Of  1987  and  OBRA  Of  1989,  this  provision  has  not  yet  become 
effective  as  applied  to  HMOs  with  a  Medicare  or  Medicaid  risk 
contract.    The  present  effective  date  is  April  1,  1991. 

miMirv  of  the  Problea 

The  enactment  of  the  Medicare  Program's  prospective  payment 
system  ("PPS")  for  hospitals  in  1983,  coupled  with  the  1982  amend- 
ments to  enhance  the  Medicare  risk  contracting  program,  led  to 
concern  by  certain  health  policymakers  about  whether  these  new 
cost-effective  payment  systems  might  provide  incentives  for  under- 
service.  The  issue  was  first  raised  for  hospitals  under  PPS  in  a 
July  1986  General  Accounting  Office  ("GAO")  Report  entitled,  "Physi- 
cian Incentive  Payments  by  Hospitals  Could  Lead  to  Abuse."  That 
report  identified  plans  under  which  hospitals  were  making  payments 
to  physicians  to  keep  health  care  costs  down.  The  House  Committee 
on  Ways  and  Means,  in  developing  budget  legislation  in  1986, 
responded  to  the  GAO  Report  by  prohibiting  certain  physician  incen- 
tive payments  by  hospitals  and  expanded  the  broad  prohibition  to 
include  payments  made  to  physicians  by  HMOs  with  Medicare  or  Medi- 
caid risk  contracts.  Although  the  new  prohibition  became  effective 
for  hospitals  in  April  1987,  the  effective  date  for  HMOs  has  been 
extended  several  times.  The  present  effective  date  is  April  1, 
1991. 

HMOs  are  able  to  exist  and  survive  as  m.:^aged  care  companies 
essentially  by  providing  physicians  with  financial  incentive  ar- 
rangements for  physicians  to  be  cost-conscious  in  their  ordering 
of  medically  necessary  services.    These  incentive  arrangements  are 
designed  to  reverse  the  inflationary  incentives  that  exist  in  the 
traditional  inflationary  fee-for-service  healthcare  system.  Al- 
though the  HMOs'   financial  incentive  arrangements  theoretically 
could   result    in   adverse  underutilization,    there   are  carefully 
planned  checks  and  balances  in  the  HMO  to  avoid  such  adverse  out- 
comes.   Existing  federal  law  requires  each  HMO  to  have  an  internal 
quality  assurance  program  to  monitor  the  quality  of  care  rendered 
in  the  HMO  setting.     Furthermore,  adverse  underutilization  could 
result  in  malpractice  liability  for  the  provider,  as  well  as  higher 
cost  liability  for  medical  care  over  the  long  term  as  a  result  of 
inadequate  care  initially  provided. 

Studies  have  been  conducted  to  investigate  whether  the  finan- 
cial incentive  arrangements  in  an  HMO  setting  have  an  adverse  effect 
on  the  quality  of  care  rendered  in  order  to  justify  the  broad 
prohibition  that  will  go  into  effect  on  April  1,  1991.  For  example, 
the  Physician  Payment  Review  Commission  ("PPRC")  has  taken  the  issue 
under  study.  In  their  report  in  the  spring  of  1988,  the  PPRC 
acknowledged  the  importance  of  incentive  arrangements  in  maintaining 
a  fiscally  sound  HMO,  and  said  that  there  are  insufficient  data 
available  to  evaluate  the  impact  of  incentive  arrangements  on  the 
quality  of  care.  However,  in  that  report,  the  PPRC  noted  that  it 
seems  likely  that  in  the  absence  of  a  viable  internal  quality 
assurance  program,  strong  financial  risk  arrangements  may  interfere 
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with  th«  delivery  of  appropriate  s«rvicM  to  sob*  •nroll«««  m 

addition,  th«  PPRC  focused  attention  on  IPA-model  HMOs"  and  arrknqe- 
ments  based  on  an  individual  physician's  performance,  rather  than 
group  performance.  The  General  Accounting  Office  ("GAO")  also  has 
been  examining  the  issue,  and  issued  a  report  on  physician  incentive 
payments  on  December  12,  1988  (GAO  Report  HRD-89-29) .  While  the 
report  is  titled  "Medicare:  Physician  Incentive  Payments  by  Prepaid 
Health  Plans  Could  Lower  Quality  of  Care",  the  GAO' s  report  of  their 
review  of  the  literature  and  discussions  with  experts  and  HMOs 
failed  to  identify  any  evidence  which  would  suggest  that  these 
financial  incentives  result  in  any  instance  of  adverse  underutiliza- 
tion.     This  GAO  report  states  that: 

"There  is  little  agreement  in  the  health  care 
field  regarding  the  effect  financial  incentives 
have  on  quality  of  care,  and  GAO  could  not 
identify  any  studies  relating  HMO  physician 
incentives  to  the  quality  of  care  provided 
Medicare  patients." 

However,  the  report  goes  on  to  state  GAO's  "belief"  about  the 
issue: 

"GAO  believes  that  the  more  risk  transferred 
to  physicians  and  the  closer  financial  incen- 
tives are  linked  to  decisions  about  individual 
patients,  the  greater  the  potential  threat  to 
quality  of  care." 

The  report  identifies  the  following  recommendation  for  con- 
sideration by  the  Congress  as  it  considers  amendments  to  the  incen- 
tive payment  statute: 


"If  the  Subcommittee  considers  modifications 
to  Medicare  to  permit  certain  HMO  physician 
incentive  payments,  it  may  wish  to  retain  a  ban 
on  arrangements  that  closely  link  financial 
rewards  with  individual  treatment  decisions 
and/or  expose  the  primary  care  physician  to 
substantial  financial  risk  for  services  provided 
by  physicians  or  institutions  to  whom  he  or  she 
refers  patients  for  diagnosis  or  treatment." 

However,  it  is  important  to  note  again  that  the  report  acknow- 
ledges that  the  GAO  did  not  identify  any  studies  directly  assessing 
the  issue,  and  that  the  literature  reviews  cited  by  the  GAO  were 
reported  to  be  relatively  positive  about  the  quality  of  care 
rendered  in  an  HMO  setting.  The  GAO  cited  literatxure  reviews  by 
the  Rand  Corporation  and  by  HCFA  on  quality  of  care  in  HMOs. 
According  to  the  GAO  report's  own  description,  the  Rand  Corpora- 
tion's study  found  quality  in  HMOs  "roughly  comparable  to  quality 
in  the  fee-f or-service  setting."  The  HCFA  study  also  is  reported 
by  the  GAO  as  finding  that: 

"[T]he  quality  of  care  provided  by  HMOs  is  at 
least  equal  to  care  provided  in  the  fee-for- 
service  setting." 

Thus,  it  would  appear  that  the  GAO  report  is  discussing  "potential" 
threats  of  adverse  underutilization  arising  from  financial  incentive 
arrangements,  and  acknowledges  that  there  is  no  demonstrable  link 
between  incentive  payments  and  quality.  In  fact,  the  report  identi- 
fies studies  showing  quality  of  care  rendered  in  an  HMO  setting  to 
be  comparable  to  that  in  the  fee-f or-service  sector.  Nevertheless, 
present  law  still  provides  an  overly  broad  proscription  against  HMO 
physician  cost-conscious  financial  incentives  to  go  into  effect 
April  1,  1991. 
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o  Th«  M«dicar«  Program  should  prohibit  any  diract  and 
spacific  individual  paymant  to  a  physician  aa  an  induca- 
mant  to  withhold  or  limit  a  spacific  madically  nacassary 
sarvica  to  an  idantif labia  patiant. 

o  Tha  Madicara  Program  should  conduct  pariodic  survays  in 
both  tha  managad  cara  and  faa-for-sarvica  Madicara  sactors 
to  datarmina  tha  laval  of  Madicara  banaficiary  satisfac- 
tion with  tha  accassibility,  cost  and  quality  of  cara  thay 
racaiva. 


o  Tha  Madicara  Program  should  pursua  rasaarch  on  davaloping 
improvad  mathods  of  adjusting  compansation  systams  for 
diffarancas  in  risk  attributabla  to  patiant  charactar- 
istics,  and  rasaarch  to  ascartain  tha  impact  of  altar- 

nativa  risk  sharing  arrangamants  on  tha  accassibility 
quality,  cost  and  afficiancy  of  obtaining  haalth  c«a 

providH^^"  °'  tha  social  Sacurity  Act,  as  amended, 

Each  aligibla  organization  with  which  tha 
Secretary  enters  into  a  contract  under  this 
section  shall  have,  for  tha  duration  of  such 
contract,  an  enrolled  membership  at  least  one- 
half  of  which  consists  of  individuals  who  are 
not  entitled  to  [Medicare  or  Medicaid]  benefits 


Section  1876(f)(2)  further  provides: 

The  Secretary  may  modify  or  waive  the  require- 
ment imposed  by  paragraph  (1)  only — 

(A)  to  the  extent  that  more  than  50 
percent  of  the  population  of  the  area 
served  by  the  organization  consists 
of  individuals  who  are  entitled  to 
benefits  under  [Medicare  or  Medi- 
caid] ,  or 

(B)  in  the  case  of  an  eligible  or- 
ganization that  is  owned  and  operated 
by  a  governmental  entity,  only  with 
respect  to  a  period  of  three  years 
beginning  on  the  date  the  organiza- 
tion first  enters  into  a  contract 
under  this  section,  and  only  if  the 
organization  has  taken  and  is  making 
reasonable  efforts  to  enroll  in- 
dividuals who  are  not  entitled  to 
[Medicare  or  Medicaid]  bene- 
fits .... 


H—arr  of  the  Mblmm 

The  current  language  of  the  50/50  enrollment  mix  rule  inhibits 
an  HMO's  ability  to  compete  in  the  marketplace  by  eliminating  plan 
flexibility  in  its  enrollment  and  marketing  decisionmaking.  Tha 
rule  also  has  a  negative  impact  on  Medicare  beneficiaries  since  its 
application  reduces  beneficiary  access  to  Medicare  benefits  in  a 
managed  care  setting.  While  the  rule  is  intended  to  assure  that 
quality  services  are  rendered  to  Medicare  beneficiaries  in  a  managad 
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car«  setting,  th«r«  is  no  docunented  correlation  that  a  "50/50" 
threshold  guarantees  quality  of  care.  Indeed,  the  50/50  enrollment 
mix  rule  constitutes  regulatory  overkill  when  there  is  also  pro 
external  review  of  the  quality  of  care  rendered  in  an  HMO  setting 
and  a  federal  requirement  for  all  HMOs  to  maintain  an  internal 
quality  assurance  program. 


o  Require  that  the  current  statutory  language  establishing 
the  50/50  enrollment  mix  rule  be  amended  to  establish 
criteria  whereby  a  plan  which  has  demonstrated  a  positive 
track-record  of  providing  quality  services  and  of  finan- 
cial soundness  would  be  authorized  to  exceed  the  50/50 
enrollment  mix  rule.  The  length  of  the  positive  track- 
record,  as  a  measure  of  experience,  need  not  be  specified 
in  order  to  assure  flexibility  while  still  preventing  new 
plans  from  avoiding  compliemce  with  the  general  rule. 
In  addition,  for  multistage  or  multi-contract  plans,  a 
special  rule  should  be  made  to  permit  such  plans  to  exceed 
the  50/50  enrollment  mix  rule  regionally  so  long  as  the 
plan's  national  enrollment  mix  does  not  exceed  a  certain 
percentage.  Implementation  of  this  recommendation  will 
require  the  enactment  of  new  legislation. 

Issue  S:  There  Should  Be  Mo  changes  In  The  BMO's  Medicare 
Coverage  Obligations  During  The  Term  Of  The 
Aaami  Mt4igMr<  Rim  ggnUtg^  

current  Lav 

With  regard  to  the  HMO's  Medicare  fixed  fee,  Section 
1876(a)(1)(A)  of  the  Social  Security  Act,  as  amended,  provides: 

The  Secretary  shall  annually  determine  .  .  . 

(i)  a  per  capita  rate  of  payment  for  each  class 
of  individuals  who  are  enrolled  under  this 
section  with  an  eligible  organization  which  has 
entered  into  a  risk-sharing  contract  and  who 
are  entitled  to  benefits  under  part  A  and 
enrolled  under  part  B  .  .  .  . 

In  addition,  Section  1876(a)  (1)  (C)  of  the  Social  Security  Act, 
as  amended,  provides: 

(C)  The  annual  per  capita  rate  of  payment  for 
each  such  class  shall  be  equal  to  95  percent 
of  the  adjusted  average  per  capita  cost  (as 
defined  in  paragraph  (4))  for  that  class. 

With  regard  to  the  HMO's  Medicare  coverage  obligations, 

Section  1876(c) (2)  of  the  Social  Security  Act,  as  amended,  provides 
as  follows: 

The  organization  must  provide  to  members  en- 
rolled under  this  section,  through  providers 
and  other  persons  that  meet  the  applicable 
requirements  of  this  title  and  part  A  of  title 
XI— 

(A)  only  those  services  covered  under 
parts  A  and  B  of  this  title,  for 
those  members  entitled  to  benefits 
under  part  A  and  enrolled  under  part 
B,  or 

(B)  only  those  services  under  part 
B,  for  those  members  enrolled  only 
under  such  part. 
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which  ar«  available  to  individual*  raciding  in 
the  geographic  area  served  by  the  organization, 
except  that  (i)  the  organization  may  provide 
such  members  with  such  additional  health  care 
services  as  the  members  may  elect,  at  their 
option,  to  have  covered,  and  (ii)  in  the  case 
of  an  organization  with  a  risk-sharing  contract, 
the  organization  may  provide  such  members  with 
such  additional  health  care  services  as  the 
Secretary  may  approve. 

Wimarv  nf  the  Preblea 

The  HMO  with  a  Medicare  risk  contract  is  paid  a  fixed  fee  by 
the  federal  government  for  each  Medicare  beneficiary  who  enrolls 
in  the  HMO  for  providing  coverage  of  Medicare  benefits  to  that 
enrollee.  This  fixed  fee  is  established  annually  in  advance  of  the 
contract  year,  and  there  is  no  provision  in  the  statute  to  alter 
that  fee  amoxint  midyear.  The  HMO  is  then  at  risk  if  the  HMO's  costs 
of  providing  coverage  for  Medicare  benefits  exceeds  this  fixed  fee 
amount. 

The  problem  with  this  arrangement  is  that,  although  the  HMO 
has  agreed  to  a  fixed  fee,  the  federal  government  has  refused  to 
agree  to  a  defined  set  of  Medicare  benefits.     In  this  regard,  it 
has  been  the  case  that  the  traditional  Medicare  fee-for-service 
program  has  revised  its  interpretation  of  an  existing  Medicare 
benefit  and  has  required  the  HMOs  to  abide  by  this  revised  inter- 
pretation midyear  even  though  the  revised  interpretation  results 
in  a  significant  expansion  in  Medicare  coverage.    Nevertheless,  the 
fee  for  HMO  Medicare  enrollment  remains  constant.    This  problem  was 
especially  acute  with  HCFA's  recent  revised  interpretation  of  the 
SNF  benefit  in  April,  1988.    Although  HCFA  stated  at  the  time  that 
the  purpose  of  its  HCFA  Manual  Issuance  To  Intermediaries  was  to 
assure  uniformity  of  interpretation  in  the  SNF  benefit,  this  new 
interpretation  resulted  in  a  substantial  increase  in  covered  bene- 
fits across  the  United  States,  as  evidenced  by  increases  of  up  to 
400%  in  SNF  costs  reported  by  both  HMOs  and  fee-for-service  fiscal 
intermediaries.    In  some  geographic  areas  the  problem  was  equally 
acute.     The  result  was  an  increase  in  HMOs'  coverage  obligations 
midyear  without  a  corresponding  increase  in  payment.   Although  such 
benefit  changes  midyear  could  also  theoretically  result  in  a  reduc- 
tion in  the  HMOs*  coverage  obligations,  the  essential  problem  is 
the  need  for  parity  and  predictability  of  obligations  under  a  risk 
contract.    The  HMOs'  fixed  annual  fee  should  correspond  with  a  fixed 
set  of  defined  benefits  that  are  only  changed  with  the  annual 
changes  in  the  fixed  fee. 

Reee—endetions 

o  HCFA  should  be  prohibited  from  modifying  an  HMO's  Medicare 
coverage  obligations  midyear,  even  if  the  traditional 
Medicare  Program's  coverage  rules  "change"  during  the  term 
of  the  HMO's  contract.  Such  a  "change"  would  include 
modifications  as  well  as  clarifications  so  long  as  the 
HCFA  action  would  alter  the  HMO's  obligations  under  the 
risk  contract.  Implementation  of  this  recommendation 
is  within  HCFA's  existing  legal  authority. 

o  In  conjunction  with  this  prohibition  against  coverage 
changes  midyear,  HMOs  should  be  required  to  notify  poten- 
tial enrollees  that  their  Medicare  coverage  from  the  HMO 
will  be  "locked-in"  for  the  specified  annual  time  period 
which  corresponds  with  the  annual  renewal  of  the  risk 
contract.  Action  by  HCFA  on  this  recommendation  will 
require  the  enactment  of  new  legislation. 

o  In  the  alternative,  HMOs  should  receive  cost-based 
reimbursement  for  each  service  rendered  as  a  result  of 
increased  coverage  obligations  imposed  upon  the  HMO 
midyear. 
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l9mm  «t  Th«r«  Should  B«  A  Pora*!  App««la  »ree«sa  Por 
HMOa  Who  Wish  To  Chall«B9«  Th«  Aeeuraey  of  Tho 
P«d«ral  OovarmiMt  •  •  M«dle«r«  Payaaat  Satos  Por 
Bfil  

Th«r«    is   no   currsnt   statutory  provision  which  sxprsssly 
addrsssss  this  matter. 

In  1989,  Congress  required  for  the  first  time  the  public 
disclosure  of  the  assumptions  and  changes  in  the  methodology  used 
in  calculating  the  Medicare  HMO  payment  rates,  it  is  expected  that 
with  public  disclosure  will  come  greater  accountability  and  hope- 
fully greater  accuracy  in  the  calculation  of  these  rates.  Neverthe- 
less, this  new  public  disclosure  requirement  does  not  provide  any 
explicit  mechanism  by  which  the  public  may  challenge  the  assumptions 
or  changes  proposed  by  HCFA. 

At  this  time,  the  Medicare  statute  provides  explicit  formal 
appeals  processes  for  both  providers  under  Part  A  and  suppliers 
under  Part  B.  It  is  unclear  whether  HMOs  can  benefit  under  either 
of  these  appeals  processes.  Moreover,  as  was  the  case  for  suppliers 
under  Part  B  of  the  Medicare  Program,  courts  are  reluctant  to 
provide  for  judicial  review  of  HCFA's  actions  without  explicit 
provisions  in  the  statute  for  such  review.*^ 


o  An  explicit  formal  appeals  process  should  be  added  for 
HMOs  to  seek  corrections  to  Medicare  payment  rates  once 
published.  If  the  appeal  is  successful,  then  such  correc- 
tions should  be  applied  retroactively.  Furthermore,  if 
the  successful  appeal  should  apply  to  all  plans,  then 
such  retroactive  application  should  be  afforded  to  all 
plans  affected  at  the  time.  Action  on  this  recommendation 
will  require  the  enactment  of  new  legislation. 


Issue  7t    coBflicts    Betveea    State    And    Pederal  HMO 
ttequlatorr  tteanireaeats  Should  Be  llimlnated 

current  Law 

There    is    no   current    statutory   provision   which  expressly 
addresses  this  matter. 

fillMirT  ft  Problem 

With  greater  frequency,  states  are  regulating  federal  Medicare 
contracts  with  HMOa.  Often  theae  state  actions  are  directly  con- 
tradictory to  federal  regulations  and  are  inappropriate  and  unduly 
disruptive  to  HMOa  with  exiating  federal  contracta  aa  well  as 
serving  aa  a  barrier  to  potential  HMO  Medicare  contractora.  In 

addition,  thia  overregulation  not  only  reaulta  in  increaaed  costs 
to  HMOs,  but  it  also  unduly  disrupts  HMO  planning  and  predictability 
under  Medicare  contracts.  Accordingly,  this  confusion  should  be 
eliminated. 


See     e.g.  .   Ontted  st^«;««  v-   Brilca.   456  U.S.   201   (1982)  and 

courts  have  permitted  judicial  review  ^'  J'U'^l 

limited  to  challenges  to  HCFA's  methodology  and  not  to  payment 
rates  per  se.  SAB  ft»w>n  v.  Michigan  AcadeHY  Of  FflBllY  PhYSi- 
cians.   476  U.S.   667  (1986). 


123 


19 


°       reSi"t?d°iiidf.*/"^^i^'^*^         regulating  th.  federally- 
reguiat«d  Madicara  products  offarad  bv  HMO«  with  mIhTi, 

raquira  tha  anactaant  of  nav  lagialation.  ''^^^ 
^•"^         gC^^'l  Rtff9ntMar«tion  Proraaa  ah.m^  fftTlfTl 
currant  t^y 

proviIIs:^°"  ^876(c)(5)   of  tha  Social  Sacurity  Act,  as  aaandad, 

A.  Tha  organization  must  provida  naaningful  procaduras  for 
haaring  and  rasolving  griavancas  batvaan  tha  organization 
(including  any  antity  or  individual  through  which  the 
organization  provides  health  care  services)  and  members 
enrolled  with  the  organization  under  the  section. 

B.  A  member  enrolled  with  an  eligible  organization  under  this 
section  who  is  dissatisfied  by  reason  of  his  failure  to 
receive  any  health  service  to  which  he  believes  he  is 
entitled  and  at  no  greater  charge  than  he  believes  he  is 
required  to  pay  is  entitled,  if  the  amount  in  controversy 
IS  $100  or  more,  to  a  hearing  before  the  Secretary  to  the 
same  extent  as  is  provided  in  section  205(b),  and  in  any 
such  hearing  the  Secretary  shall  make  the  eligible  organi- 
zation a  party.  If  the  amount  in  controversy  is  $1,000 
or  more,  tha  individual  or  eligible  oirganization  shall, 
upon  notifying  the  other  party,  be  entitled  to  judicial 
ravlav  of  tha  Secretary's  final  decision  as  provided  in 
section  205(g),  and  both  the  individual  and  the  eligible 
organization  shall  be  entitled  to  be  parties  to  that 
judicial  review. 

By   statute,    the  HMO  must  provide  Medicare  enrol lees  with 
meaningful  procedures  for  hearing  and  resolving  grievances  between 
the  HMO  and  the  enrollee  regarding  such  issues  as  whether  a  parti- 
cular item  or  service  rendered  was  a  Medicare  covered  benefit.  If 
the  enrollee  wishes  to  dispute  the  HMO's  initial  determination  to 
deny  coverage  in  whole  or  in  part  for  a  particular  item  or  service, 
then  the  enrollee  may  see)c  a  reconsideration  from  the  HMO.    If  the 
HMO  wishes  to  reaffirm  its  denial,  in  whole  or  in  part,  then  the 
HMO  must  forward  the  reconsideration  to  HCFA  for  HCFA  to  decide 
this  reconsideration.    HCFA  has  contracted  with  a  private  organiza- 
tion ("NetworJc  Design  Group")  to  conduct  such  reconsiderations. 

There  has  been  confusion  regarding  which  Medicare  coverage 
standards  should  be  used  to  decide  a  reconsideration.  The  confusion 
centers  around  whether  the  Medicare  coverage  standards  should  be 
those  that  were  in  effect  at  the  time  the  services  at  issue  were 
initially  denied  by  the  HMO  or  the  coverage  standards  in  place  at 
the  time  the  reconsideration  is  being  decided.  When  new  coverage 
standards  are  applied  to  services  rendered  during  time  periods  with 
different,  more  restrictive  standards,  the  HMOs  are  financially 
penalized. 

Indeed,  in  the  traditional  Medicare  system,  HCFA  has  relied 
on  inpatient  providers  to  maJce  coverage  determinations  and  notify 
their  patients  of  noncovered  levels  of  care.  Yet  there  are  in- 
stances when  HCFA,  using  recently  modified  coverage  guidelines, 
has  required  HMOs  to  pay  for  services  that  had  been  rendered  to 
enrol lees  by  SNF  providers  even  though  under  the  Medicare  coverage 
guidelines  in  place  at  the  time  of  service,  the  SNF  was  not  offering 
a  Medicare  covered  level  of  care  and  the  SNF  had  issued  a  denial 
notice  to  that  effect. 
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Mor«ov«r,  if  th«  HMO  dlsagrMS  with  HCPA's  (or  for  that  mattar 
tha  Network  Dasign  Group's)  raconaidaration  daciaion,  that  dacision 
is  final,  and  HCFA  has  taJcan  tha  poaition  that  tha  existing  statute 
precludes  an  HMO  from  requesting  a  hearing  for  claims  greater  than 
$100.  Then,  the  only  alternative  availahle  is  for  the  HMO  to 
request  a  reopening  of  the  case.  However,  as  a  reopened  case,  the 
HMO  must  pay  for  tha  benefit  first  (usually  to  the  particular 
provider)  and  then  seek  recourse  of  the  decision  through  the  re- 
opening process.  Thus,  HCFA's  existing  policy  is  to  make  the  HMO 
pay  first  and  argue  later.  If,  as  a  result  of  the  reopened  case, 
HCFA  decides  to  uphold  the  HMO's  initial  decision  to  deny  coverage, 
then  the  HMO  faces  the  difficult  task  of  recovering  payment  from 
the  provider  or  enrollee  after  the  fact. 


o  The  reconsideration  process  should  require  the  decision- 
maker to  decide  the  appeal  using  the  Medicare  coverage 
standards  as  they  were  in  effect  at  the  time  the  service 
at  issue  was  rendered  even  if  those  coverage  standards 
are  subsequently  modified  during  the  reconsideration 
process.  Implementation  of  this  recoaaendation  is  within 
HCFA's  existing  legal  authority. 

o  The  reconsideration  process  should  be  modified  to  permit 
the  HMO  to  decide  all  reconsiderations  or,  in  the  alterna- 
tive, to  provide  the  HMO  with  the  right  to  request  a 
haarlng  befora  an  administrative  law  judge  as  is  presently 
afforded  to  the  Medicare  provider  and  enrollee.  Action 
on  this  recommendation  may  requira  the  enactment  of  new 
legislation. 

o  The  reconsideration  process  should  be  modified  to  permit 
the  claimant  to  exhaust  all  appeals  before  requiring 
payment.  Action  on  this  recommendation  is  within  HCFA's 
existing  legal  authority. 

Issue  9t    The  use  Of  The  Adjusted  Conuaity 
ttate  ghould  Be  Dlsoontinuad  

current  Law 

Section  1876(g)(2)  of  the  Social  Security  Act,  as  amended, 
states:     Each  risk-sharing  contract  shall  provide  that  — 

(A)  if  the  adjusted  community  rate  ...  for 
services  under  parts  A  and  B  . . . ,  or 

(B)  if  the  adjusted  community  rate  for  services 
under  part  B  ...  is  less  than  the  average  of 
the  per  capita  rates  of  payment  to  be  made  . . . 
at  the  beginning  of  an  annual  contract  period 
...  the  eligible  organization  shall  provide  to 
members  enrolled  under  a  risk-sharing  contract 
. . .  the  additional  benefits  

Section  1876(g)(3)  further  provides: 

The  additional  benefits  referred  to  in  paragraph  (2)  are— 

(A)  the  reduction  of  the  premium  rates  or  other 
charges  ...  to  members  or 

(B)  the  provision  of  additional  health  bene- 
fits, or  both. 


125 


21 


Th«  ACR  i«aB  artificial  conatruct,  vhoaa  application  is  an 
adniniatrativa  burdan  for  both  HCFA  and  HMOa.  a«  a  raault  tha 
ACR  craataa  a  barriar  to  nav  or  continuad  participation  by  HMOs  in 
tha  Madicara  risk  contracting  program. 


As  discussad  abova,  tha  ACR  raquiraaant  should  ba 
aliainatad.  Support  for  this  racoaaandation  coaas  from 
tha  fact  that  aliaination  of  tha  ACR  also  was  propoaad 

by  tha  prior  Adninistration  in  its  1988  Raport  to  Con- 
grass.  laplamantation  of  this  racoaaandation  will  raquire 
tha  anactaant  of  nav  lagislation. 


*  *  *  * 

AMCRA  is  coamittad  to  iaproving  tha  Madicara  Prograa  in  order 
to  encouraga  mora  aanagad  cara  antitias  to  sarvo  Madicara  banefi- 
ciarias.  To  that  and,  AMCRA  urgas  fadaral  lagislators  and  federal 
regulators  to  adopt  tha  racoaaandations  included  herein  so  that 
Medicare  beneficiaries  and  the  federal  govemaent  can  increasingly 
gain  froa  the  benefits  of  rendering  Medicare  covered  services  in 
a  managed  care  setting. 


32-959  -  90  -  5 
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Chairman  Stark.  I  am  informed  that  what  is  optional  is  the 
review  of  the  review.  That  is  an  issue  that  HCFA  can  straighten 
me  out  on. 

Mr.  Massimino.  The  only  option  is  for  the  HMO  to  qualify  for  a 
different  review  category. 

There  are  three  categories  of  review:  a  basic  review,  a  limited 
review,  and  a  detailed  level  of  review. 

The  HMO,  depending  on  the  services  in  place,  can  request  an  al- 
ternative review,  but  the  only  differences  between  the  various  cate- 
gories of  review  are  the  number  of  charts  that  are  reviewed  on  a 
monthly  basis. 

Chairman  Stark.  Ms.  Malcolm,  what  is  the  Partners  plan?  Are 
any  owned  by  it? 

Ms.  Malcolm.  Yes,  Mr.  Chairman. 

Partners  is  a  national  network  of  HMO's  and  PPO's. 

The  management  entity  partners  is  owned  by  Aetna.  Partners' 
relationship  to  the  HMO's  within  its  network  varies  all  over  the 
lot. 

Chairman  Stark.  Partners  is  incorporated? 
Ms.  Malcolm.  Correct. 

Chairman  Stark.  The  HMO  we  are  discussing  in  Minneapolis  is 
named  what? 
Ms.  Malcolm.  MedCenters  Health  Plan. 
Chairman  Stark.  That  is  nonprofit? 
Ms.  Malcolm.  Correct. 

Chairman  Stark.  But  it  contracts  with  Partners  for  manage- 
ment? 
Ms.  Malcolm.  Yes. 

Chairman  Stark.  That  is  how  Aetna  gets  into  the  act? 
Ms.  Malcolm.  Exactly. 

Chairman  Stark.  Aetna  is  not  an  institution. 

Ms.  Malcolm.  It  is  sort  of  a  chain  of  entities. 

Chairman  Stark.  You  guys  are  disputing  the  suggestion  by  GAO 
and  others  that  we  are  spending  more  than  we  would  have  spent  if 
we  just  paid  for  the  beneficiaries  on  a  fee-for-service  basis. 

Mr.  Massimino.  That  is  correct. 

Chairman  Stark.  It  just  seems  to  me  that  the  evaluation  under- 
stood from  1985  to  1989,  continued  to  be  pretty  similar.  Yours  is  a 
group  practice  model? 

Mr.  Massimino.  We  are  a  mixed  model,  Mr.  Chairman.  We  have 
staff  modeled  facilities. 

Chairman  Stark,  Staff  model  means  the  doctors  are  on  salary? 

Mr.  Massimino.  Yes,  and  we  also  contract  with  groups  as  well. 

Chairman  Stark.  When  you  contract  with  groups,  do  they  work 
only  for  you? 

Mr.  Massimino.  No,  sir,  they  can  contract  with  other  HMO's  in 
the  area  or  provide  fee-for-service  arrangements  with  their  own  pa- 
tient base. 

Chairman  Stark.  Do  they  participate  in  any  profit  from  your  di- 
agnostic labs  or  any  of  your  ancillary  services? 

Mr.  Massimino.  There  are  no  profits  associated  with  diagnostic 
labs.  Those  are  all  cost  centers  as  far  as  FHP  is  concerned. 
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Chairman  Stark.  Group  practice  models  who  do  fee-for-service 
can't  participate  in  the  profits  of  your  diagnostic  lab  if  they  happen 
to  refer  their  fee-for-service  patients  there? 

Mr.  Massimino.  No,  not  at  all.  We  have  a  closed  system.  All  of 
our  hospitals,  nursing  homes,  laboratories,  those  are  only  available 
to  our  staff  physicians  we  have  on  salary. 

Chairman  Stark.  Do  you  know  the  Medigate  gang  down  there? 

Mr.  Massimino.  No. 

Chairman  Stark.  They  are  your  competitor  down  there.  Do  you 
operate  in  Santa  Monica? 
Mr.  Massimino.  Yes,  sir,  we  do. 

Chairman  Stark.  They  have  got  it  down  to  an  art.  Would  you 
like  the  PAC  system,  or  the  DCG  system? 

Mr.  Massimino.  Mr.  Chairman,  I  am  not  a  specialist  or  techni- 
cian and  I  am  not  able  to  evaluate  them.  The  only  thing  I  can  tell 
you,  we  all — the  industry  does  support  health  indications;  we  sup- 
port taking  a  look  and  evaluating  health  status  as  part  of  the  proc- 
ess. 

Chairman  Stark.  In  adjusting  the  amount  we  pay  you,  accord- 
ingly? 

Mr.  Massimino.  Yes,  sir. 

Chairman  Stark.  OK.  Ms.  Malcolm,  in  your  written  statement, 
you  make  some  reference  to  our  reimbursement  contracts.  I  just 
wanted  to  respond  that  I  hope  that  is  something  we  can  resolve 
this  year,  as  you  are  quite  right,  there  have  been  some  bad  apples 
who  have  kind  of  spoiled  the  barrel.  It  continues  to  concern  me, 
particularly  where  you  find  just  a  very  small  number  of  HMO's 
who  have  all  fee-for-service  doctors  who,  on  the  average,  have  only 
10  percent  of  their  practice  which  they  have  put  in  the  capitated 
system. 

I  tend  to  get  very  suspicious.  I  see  lots  of  room  to  game  the 
system  there,  and  I  don't  know  what  to  do  about  that.  I  haven't 
seen  HCFA's  report.  I  understand  it  is  ready  for  us  to  look  at. 

I  will  let  Mr.  Massimino  comment.  Why  would  one  of  your  larger 
competitors  suggest  to  me  that  95  percent  would  be  all  right,  if  we 
don't  lower  the  PPS  payments  too  drastically? 

Mr.  Massimino.  Mr.  Chairman,  I  don't  know. 

Chairman  Stark.  Are  they  cheapskates  and  they  don't  pay  their 
doctors  as  much  as  you  do,  or  do  they  charge  their  patients  more? 

Mr.  Massimino.  You  know,  I  really  have  no  idea.  They  may  be  in 
a  circumstance  where  they  charge  a  premium  for  the  services  pro- 
vided, and  they  have  the  ability  to  raise  that  premium. 

Chairman  Stark.  Therefore,  we  ought  to  let  the  marketplace 
decide,  because  if  that  is  the  case,  this  other  HMO  in  the  Los  Ange- 
les area  could  just  jack  their  price  up.  There  has  to  be  open  enroll- 
ment for  risk  contracts. 

Mr.  Massimino.  I  believe  every  HMO  has  the  ability  to  charge  a 
premium,  so  we  are  all  faced  with  that  decision.  We  can  determine 
what  additional  benefits  we  want  to  provide. 

Chairman  Stark.  Do  you  have  any  evidence  that  when  you  move 
your  premiums  much  one  way  or  another,  or  when  your  competi- 
tors do  that,  people  change  HMO's? 
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Mr.  Massimino.  I  don't  know  about  change  from  HMO's.  I  think 
they  do  shop  on  a  price  basis.  In  our  market,  most  HMO's  do  not 
charge  a  premium,  so  we  don't  see  a  movement. 

Chairman  Stark.  They  don't  charge? 

Mr.  Massimino.  They  charge  no  premiums  to  the  beneficiaries. 
Chairman  Stark.  All  they  collect  is  from  Medicare  and  nothing 
else? 

Mr.  Massimino.  That  is  exactly  right,  and  that  is  a  function  of 
the  market. 

Chairman  Stark.  Why  are  you  so  much  more  expensive  than  he 
is? 

And  I  might  add,  California  and  Los  Angeles  is  the  most  expen- 
sive place  in  the  world  to  get  sick.  Disneyland  may  be  higher,  but 
you  couldn't  pay  more  for  a  doctor  or  hospital  room  than  you 
would  in  Los  Angeles,  probably  twice  what  you  charge. 

How  come  you  charge  a  premium  and  he  doesn't? 

Ms.  Malcolm.  The  Partners  Plan  in  southern  California,  which 
is  in  Mr.  Massimino's — roughly  the  same  service  area,  is  in  that 
same  category  of  not  charging  a  premium.  That  is  the  nature  of 
the  market  out  there. 

In  Minnesota,  our  HMO  in  Minnesota  does  charge  a  premium  of 
under  $40  a  month. 

Chairman  Stark.  That  is  $500  a  year. 

Ms.  Malcolm.  The  AAPCC's  in  Minnesota  are  $100  less  per 
month,  given  the  cost  of  delivering  the  benefit  package. 

Chairman  Stark.  It  costs  less  to  deliver  the  service  in  Minnesota, 
you  and  I  know  that. 

Ms.  Malcolm.  That  is  right. 

Chairman  Stark.  The  doctors  work  for  less. 

Ms.  Malcolm.  That  is  right. 

Chairman  Stark.  Listen  to  ''Garrison  Keeler  Live."  Why  would 
you  breathe  all  that  smog  in  Los  Angeles  when  you  could  go  canoe- 
ing and  sail? 

Ms.  Malcolm.  But  the  winters  aren't  that  bad. 

Chairman  Stark.  You  can  afford  it  on  what  you  make  in  the 
winters.  I  have  got  the  system  down.  Seriously,  you  charge  

Ms.  Malcolm.  I  think  it  does  have  sort  of  something  to  do  with 
needing  to  come  up  with  a  certain  amount  of  revenue  to  provide 
the  benefit  package  to  the  beneficiaries.  The  exact  phenomenon 
you  are  describing,  the  fact  that  fee-for-service  charges  are  higher 
on  the  west  coast  and  in  certain  markets  produces  higher  AAPCC's 
on  the  west  coast. 

Chairman  Stark.  Yes. 

Ms.  Malcolm.  They  have  more  revenue  to  work  with  without 
charging  the  beneficiary  an  additional  monthly  premium. 

Chairman  Stark.  Wait  a  minute.  If  we  are  doing  this  right,  the 
extra  premium  is  paying  for  extra  services,  and  they  ought  to  cost 
more. 

In  other  words,  if  the  system  is  right,  and  I  suspect  it  isn't,  then 
we  ought  not  to  have  to  charge  a  premium  in  Minnesota,  either. 

Do  you  give  extra  eyeglasses  and  hearing  aids  and  motorized 
wheelchairs? 

Ms.  Malcolm.  Not  motorized  wheelchairs. 
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Chairman  Stark.  It  is  a  similar  benefit  to  what  you  have  in  Los 
Angeles. 

Ms.  Malcolm.  That  is  correct.  It  is  not  a  dissimilar  benefit  pack- 
age. I  would  have  to  agree  with  your  basic  premise.  If  the  system 
were  100  percent  accurate,  you  wouldn't  expect  to  see  that  amount 
of  variation  in  premiums  around  the  country.  I  think  that  goes  to 
the  point. 

Chairman  Stark.  That  isn't  fair  to  the  beneficiary.  They  all  pay 
the  same  part  B  premium,  correct? 
Ms.  Malcolm.  Correct. 

Chairman  Stark.  Why  should  they  have  to  pay  you  the  $400  or 
$500  in  Minnesota,  and  not  have  to  pay  it  in  L.A.?  I  suspect  they 
are  large  in  Florida,  I  don't  know.  It  probably  varies. 

Mr.  Massimino.  It  varies  all  over  the  map.  Part  of  it  is  a  market 
reality.  In  southern  California,  the  plans  are  competing. 

Chairman  Stark.  That  is  what  I  am  getting  at.  Do  you  suppose 
that  is  a  function  of  the  marketplace,  competition  being  more  in- 
tense in  Los  Angeles  than  in  Minneapolis? 

Mr.  Massimino.  I  am  not  sure. 

Chairman  Stark.  I  don't  know,  if  somebody  came  into  your 
market  and  decided  to  do  it  free,  w^ould  you  guys  all  be  forced  to 
meet  the  competition? 

Ms.  Malcolm.  I  don't  believe  that  we  could  provide  the  service  at 
no  premium,  and  I  don't  believe  that  we  would  try.  I  do  think  it 
goes  to  the  issue  that  the  AAPCC's  are  that  different  in  geographic 
areas  around  the  country. 

Chairman  Stark.  And  arguably  wrong. 

Ms.  Malcolm.  Arguably  wrong,  that  would  be  my  contention, 
that  taking  care  of  a  heart  attack  in  Minnesota  really  costs  40  per- 
cent less  than  it  does  in  Los  Angeles,  all  things  being  equal. 

Chairman  Stark.  We  have  evidence  of  that  and  we  discuss  it  in 
the  committee  all  the  time,  just  between  Boston  and  New  Haven. 
Procedures  or  DRG's  will  cost  twice  in  one  city  than  the  other.  No 
apparent  reason,  other  than  practice,  but  

Mr.  Massimino.  I  think  it  is  an  important  point  to  make,  Mr. 
Chairman,  when  we  are  comparing  AAPCC's  between  Minnesota 
and  California. 

Jan  suggested  there  is  a  $100  differential,  yet  they  only  charge 
40  or  $50  premium  to  provide  the  benefits.  The  HMO's  in  that 
market  are  competing  with  the  best  benefit. 

Chairman  Stark.  You  are  getting  $40  less  than  you  are  in  Los 
Angeles,  but  arguably  your  costs  are  even  less  than  that? 

Mr.  Massimino.  That  may  be  the  differential. 

Chairman  Stark.  Which  is  more  profitable,  Los  Angeles  or  Min- 
neapolis? 

Ms.  Malcolm.  Well,  they  are  two  different  plans.  The  plan  in 
Minnesota  is  older.  It  is  more  mature.  It  has  a  more  controlled  de- 
livery system.  It  is  group  practice-based  HMO  rather  than  IPA- 
based,  which  is  the  case  in  California.  I  wouldn't  be  able  to  tell  you 
what  the  Medicare  results  in  the  two  were. 

Chairman  Stark.  The  Minnesota  plan,  was  it  in  the  HMO  busi- 
ness a  long  time  or  did  it  start  by  going  into  the  Medicare  busi- 
ness? 
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Ms.  Malcolm.  The  HMO  began  in  1972.  It  was  actually  one  of 
the  first  group  practice  models,  an  existing  fee-for-service  practice 
that  started  an  HMO  component,  so  it  had  been  in  business  for, 
you  know,  for  11  years  before  it  entered  the  Medicare  business. 

Chairman  Stark.  What  percentage  of  your  risk  contract  clients 
were  in  the  organization's  plan?  What  kind  of  carryover? 

Ms.  Malcolm.  Good  question. 

Chairman  Stark.  Do  you  have  any  idea? 

Ms.  Malcolm.  Organizationally,  in  the  early  eighties,  when  we 
first  began  enrolling,  none  of  them  were  our  HMO  members.  How- 
ever, most  of  them  were  existing  fee-for-service  patients  with  the 
medical  group  with  whom  we  contract  to  provide  services. 

As  we  go  on  in  time,  most  come  from  rollovers. 

Chairman  Stark.  Now,  you  see  how  you  confused  me.  It  is  very 
difficult  to  make  sense  out  of  this  payment  system,  and  it  is  a  hard 
question.  I  don't  know  what  we  are  going  to  find.  If  we  look  at  the 
four  samples,  are  we  going  to  see  you  all? 

Mr.  Massimino.  I  don't  believe  so. 

Chairman  Stark.  If  we  look  at  the  cases  GAO  has? 

Mr.  Massimino.  I  don't  believe  so. 

Chairman  Stark.  I  don't  know  what  we  will  learn  from  that.  I 
don't  know  if  that  will  help  us  or  confuse  us  even  more.  I  wish 
there  were  a  simple  solution.  I  understand  you  had  some  trouble 
with  the  50-50  model? 

Mr.  Massimino.  Yes,  sir. 

Chairman  Stark.  All  right.  What  do  you  suggest  as  the  alterna- 
tive? It  is  the  law.  I  didn't  invent  it,  and  I  am  not  sure  I  would 
have,  given  enough  time  sitting  and  wondering  about  it,  but  what 
do  we  do? 

Mr.  Massimino.  We  think  the  50-50  is  just  an  temporary  block- 
age to  growth.  We  think  that  it  inhibits  the  ability  for  the  pro- 
grams to  expand  on  a  national  level.  I  can  give  you  a  lot  of  reasons 
why,  but  I  will  cut  to  the  point,  I  think  that  we  could  set  up  crite- 
ria that  would  allow  those  plans  that  have  been  in  business  for  x 
period,  x  years  with  x  membership  and  x  financial  stability,  to  be 
able  to  have  relief  from  the  50-50  rule. 

We  think  that  would  eliminate  the  conc'=*^n  of  creating  a  lot  of 
Medicare  mills  springing  up  in  a  variety  of  locations  around  the 
country. 

Chairman  Stark.  OK.  Well,  I  am  not  sure  it  is  the  Medicare 
mills,  although  those  do  exist.  I  think  the  rationale  behind  it  was 
that  it  is  easier  to  con  a  more  easily  confused,  frail  elderly  person, 
if  that  is  the  kind  of  merchandising  the  less  desirable  operators 
use.  Therefore,  a  good  balance  wheel  would  be  younger,  more  in- 
tune  purchasers. 

I  am  not  sure  that  is  true.  Most  people  don't  know  what  their 
own  health  benefits  are,  anyway.  I  am  not  sure  that  is  the  best  way 
to  keep  from  flimflamming  beneficiaries. 

Mr.  Massimino.  I  think  if  you  were  to  look  at  the  HMO's  enroll- 
ing seniors,  you  would  find  very  good  programs  exist  that  make 
sure  flimflams  don't  exist.  The  point  we  heard  this  morning  from 
Ms.  Wilensky,  the  enrollees  have  an  opportunity  to  walk  within  30 
days. 
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I  think  that  is  a  critical  point;  if  they  are  not  satisfied  or  they 
don't  understand  they  can  get  out  of  the  program. 

Chairman  Stark.  Does  Aetna  have  a  problem  with  the  50-50 
ruling? 

Ms.  Malcolm.  We  have  not  taken  a  position  on  it.  We  are  some- 
what persuaded  by  the  arguments  of  some  of  the  contractors.  Stra- 
tegically, we  intend  to  only  enroll  in  our  plans  the  same  portion  of 
the  population  that  exists  in  the  community;  so,  for  instance,  in  the 
Twin  Cities,  10  percent  of  the  local  population  is  Medicare-eligible, 
we  would  like  to  mirror  that.  That  is  a  business  decision. 

Chairman  Stark.  Is  it  a  management  decision  that  you  are  not 
going  to  try  to  become  70  percent  Medicare? 

Ms.  Malcolm.  Exactly  right. 

Chairman  Stark.  Do  you  take  Medicaid? 

Ms.  Malcolm.  We  had  a  Medicaid  contract  with  the  State  of 
Minnesota  for  a  number  of  years  which  we  presently  are  not  oper- 
ating any  longer,  but  we  have  had. 

Chairman  Stark.  Do  you  operate  trauma  or  emergency  centers? 

Ms.  Malcolm.  No,  we,  again,  are  a  group  practice  model.  We 
contract  with  freestanding  medical  groups  and  hospitals. 

Chairman  Stark.  And  hospitals? 

Ms.  Malcolm.  Correct. 

Chairman  Stark.  Thank  you  both.  You  have  been  helpful,  and 
we  will  take  the  liberty  of  coming  back  and  asking  you  to  continue 
to  help  us,  because  this  is  at  best  a  confusing  subject,  and  I  hope 
we  can  work  it  out  equitably  for  all. 

Thank  you  very  much  for  your  participation. 

[Whereupon,  at  2:15  p.m.,  the  hearing  was  adjourned.] 

[Submissions  for  the  record  follow:] 
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STATEMENT  SUBMITTED  ON  BEHALF  OF  CHP  -  THE  MEDICAL  GROUP 
AFFILIATED  WITH  LONG  ISLAND  JEWISH  MEDICAL  CENTER  FOR  THE  HEARING 
CONDUCTED  BY  THE  SUBCOMMITTEE  ON  HEALTH,    COMMITTEE  ON  WAYS  AND 
MEANS,    ON  FISCAL  YEAR  1991  BUDGET  ISSUES  RELATING  TO  PAYMENT  OF 
HEALTH  JIAINTENANCE  ORGANIZATIONS  BY  THE  MEDICARE  PROGRAM 


Jack  Resnick,  M.D.,  Director  of  CHP  -  the  Medical  Group 
Affiliated  with  Long  Island  Jewish  Medical  Center  ("CHP")  submits 
this  statement  for  the  printed  record  of  the  hearing,  "Fiscal 
Year  1991  Budget  Issues  Relating  to  Payment  of  Health  Maintenance 
Organizations  by  the  Medicare  Program." 

CHP  is  the  oldest  prepaid  group  practice  in  New  York  State. 
Established  in  1973  by  Empire  Blue  Cross/Blue  Shield  ("Empire") 
and  the  Long  Island  Jewish  Medical  Center,  CHP  was  founded  to 
make  available  a  high  quality  group  practice  to  Empire's  HMO 
members.  CHP  is  a  not-for-profit  corporation  whose  Board  of 
Directors  is  controlled  by  Long  Island  Jewish  Medical  Center. 

CHP  believes  that  the  Medicare  risk  contract  program  has  the 
potential  to  provide  a  substantial  benefit  to  Medicare 
beneficiaries.  Unfortunately,  this  great  potential  has  been 
unrealized,  as  evidenced  by  the  program's  stagnant  growth  during 
the  past  several  years  and  the  many  areas  of  the  country  that 
either  have  no  risk  contract  program  available  or  have  few 
Medicare  beneficiaries  enrolled  in  the  available  alternatives. 
The  latter  is  the  case  in  CHP's  service  area,  which  covers  a 
population  of  over  3,000,000,  many  of  whom  are  elderly. 

Since  the  beginning  of  the  Medicare  risk  contract  program, 
CHP  has  conveyed  its  interest  in  participating  in  that  program  to 
representatives  of  HCFA's  Office  of  Prepaid  Health  Care.  While 
the  Office  of  Prepaid  Health  Care  has  been  supportive  of  CHP's 
efforts,  it  has  concluded  that  there  is  a  legal  stumbling  block 
to  CHP's  participation  in  the  program.  The  problem  arises  from 
CHP's  unique  relationship  with  Empire.  Under  this  arrangement, 
CHP  assumes  full  financial  risk  and  provides  or  arranges  for  all 
the  health  services  for  27,000  Empire  enrollees.  For  this 
population,  CHP  also  performs  all  administrative  services, 
including  utilization  review  and  quality  assurance,  with  the 
single  exception  of  marketing.  However,  because  these  27,000 
persons  are  technically  enrollees  of  Empire  and  not  CHP,  the 
Office  of  Prepaid  Health  Care  has  determined  that  CHP  cannot 
count  this  enrollment  for  purposes  of  meeting  the  risk  contract 
requirements  that  eligible  organizations  have  a  minimum  of  5,000 
enrollees  (Section  1876(g)(1))  and  that  at  least  one-half  of  the 
organization's  enrollment  not  be  eligible  for  Medicare  or 
Medicaid  (Section  1876(f)(1)). 

CHP  is  seeking  legislation  that  could  be  included  in  the 
Conmittee's  1990  budget  reconciliation  bill  that  would  allow  it 
to  count  these  enrollees  for  the  purpose  of  meeting  these  two 
requirements.  This  legislation  is  similar  to  a  provision 
contained  in  the  1989  budget  reconciliation  bill  approved  by  the 
Senate  Committee  on  Finance,  which  was  subsequently  stripped  from 
the  bill  by  the  full  Senate. 

CHP  strongly  believes  that  such  an  amendment  is  fully 
consistent  with  the  legislative  purposes  for  these  two 
requirements.  The  purpose  for  the  minimxim  enrollment  requirement 
is  to  assure  that  the  contractor  has  operational  experience  in 
the  field  of  prepaid  medical  services.  The  50/50  requirement  has 
a  two-fold  purpose  —  (1)  to  assure  that  Medicare  beneficiaries 
enrolled  with  a  risk  contract  receive  care  through  the  same 
delivery  system  (and,  thus,  receive  the  same  quality  of  care) 
available  to  commercial  enrollees,  and  (2)  to  have  available  cost 
data  for  a  commercial  enrolment,  which  is  needed  for  an  HMO  to 
calculate  its  Medicare  adjusted  community  rate. 
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CHP  has  maintained  the  above  arrangement  with  Empire  for  17 
5»ars.  During  that  time,  the  activities  that  CHP  has  undertaken, 
such  as  providing  and  arranging  for  the  delivery  of  health 
services,  negotiating  payment  rates,  and  providing  a  quality 
assurance  system,  have  given  CHP  the  operational  experience  that 
Congress  intended  HMOs  to  have  prior  to  entering  into  risk 
contracts . 

Moreover,  this  legislation  is  fully  consistent  with  the 
Congressional  purpose  for  the  50/50  requirement.  Over  90  percent 
of  Empire's  enrollment  that  CHP  serves  is  commercial.  The  cost 
data  from  this  commercial  pool  is  more  than  sufficient  to  serve 
as  the  basis  for  developing  the  Medicare  adjusted  community  rate. 
In  addition,  with  Medicare  and  non-Medicare  enrollees  receiving 
care  from  the  identical  delivery  system,  there  is  no  issue  as  to 
whether  the  Medicare  enrollment  would  receive  substandard  quality 
of  care. 

In  conclusion,  CHP  believes  that  enactment  of  this 
legislation  is  fully  consistent  with  public  policy.  Allowing  CHP 
to  contract  with  HCFA  would  add  to  the  growth  of  a  program  that 
both  Congress  and  the  Administration  strongly  support.  The 
program  has  the  dual  advantages  of  reducing  Medicare  costs, 
while,  in  many  instances,  providing  additional,  non-Medicare 
benefits  to  beneficiaries  at  no  cost.  Moreover,  the  legislation 
would  allow  an  organization  that  has  an  outstanding  reputation 
for  high  quality  health  care  to  increase  the  number  of  Medicare 
beneficiaries  to  whom  it  currently  serves.  We  are  available  to 
answer  any  questions  of  the  Committee  or  its  staff  regarding  this 
proposal . 
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statement  of  Christy  W.  Bell  and  Molly  Zelley,  Fallon  Community  Health  Plan 

Fallon  Conununity  Health  Plan  is  a  group  model  health 
maintenance  organization  in  Central  Massachusetts  which  is 
sponsored  by  the  Fallon  Clinic,   Inc. ,  a  multi-specialty  group 
practice  in  existence  since  1929.     Fallon  has  been  a  leader  in 
managed  care  for  the  Medicare  population  since  the  Health  Care 
Financing  Administration's  (HCFA)   initiation  of  the  risk 
contract  process.     Fallon  became  the  first  HMO  in  the  nation  to 
enroll  Medicare  beneficiaries  on  a  prospective  payment  basis  as 
a  demonstration  project  in  1980. 

Since  then,   Fallon  has  maintained  a  risk  contract  with  HCFA 
and  has  been  able  to  offer  a  more  comprehensive,  coordinated  and 
affordable  package  of  health  care  benefits  than  standard 
Medicare  supplemental  plans.     The  Fallon  Senior  Plan  currently 
serves  approximately  16,000  enrollees. 

In  spite  of  managed  care's  proven  ability  to  provide  quality 
health  care  to  seniors  cost-effectively,   its  future  is 
precarious.     Fallon  has  a  strong  commitment  to  the  elderly  and 
to  managed  care,   a  health  care  system  that  is  ideally  suited  to 
meeting  their  unique  needs.     While  we  firmly  believe  that 
pre-paid  managed  care  is  the  best  elder  health  care  system  on 
the  horizon  today,   several  factors  have  made  it  extremely 
difficult  for  risk  contractors  to  survive.     Other  parties  have 
submitted  detailed  testimony  on  issues  facing  risk  contractors 
in  general   (most  notably  Jan  Malcolm  for  the  Group  Health 
Association  of  America,   Inc.).     In  this  statement,   I  will  focus 
on  those  factors  that  are  of  particular  concern  to  Fallon,  based 
on  our  experience  during  a  decade  of  risk  contracting. 


KEY  PAYMENT  ISSUES 
AAPCC 

As  you  have  acknowledged,  there  are  indeed  serious 
difficulties  in  the  payment  adjustment  methodologies  regarding 
geographic  variations,  county-by-county  configurations,  and  the 
impact  of  the  working  aged  population.     In  Central 
Massachusetts,  we  have  been  hard  hit  by  inexplicably  low  wage 
indexes  which  adjust  PPS  labor  rates  nationally.     Counties  to 
our  east  are  assigned  higher  wage  indexes  which  result  in  higher 
AAPCC 's  although  our  costs  are  similar.     This  is  a  significant 
problem  for  many  plans  in  the  Northeast.     In  essence,  we  feel 
Florida  and  California  plans  end  up  overpaid  while  others,  like 
us,  are  significantly  underpaid. 

The  working  aged  present  a  special  problem.     Fallon  has 
intentionally  enrolled  working  aged  in  our  regular,  non-Medicare 
plan.     Since  this  group  has,   in  other  areas,  been  shown  to  be 
lower  users  of  health  care  services,  we  have  been  penalized  for 
removing  them  from  our  pool  of  risk  contract  enrollees. 


"SELECTION"  OF  BENEFICIARIES 

Although  past  studies  have  indicated  that  HMOs  may  be 
enrolling  Medicare  populations  that  use  fewer  health  care 
services,  the  studies  are  generally  based  on  experience  during 
early  years  of  new  plans.     As  those  earlier  enrollees  age;  and 
subsequent  populations  routinely  "age  into"  the  risk  program 
from  employer  plans;  and  the  advantages  of  managed  care  become 
apparent  to  increasing  numbers  of  elders,  any  differences  that 
may  have  existed  in  the  beginning  of  risk-contracting  between 
the  health  status  of  the  HMO  and  non-HMO  elder  populations  will 
diminish.     Fallon's  experience  over  the  years  supports  this  with 
the  following  evidence: 

The  average  age  of  Fallon  Senior  Plan  members  has 
steadily  increased. 

-        The  Senior  Plan  population  aged  75  and  over  has 
increased  465%  since  1980. 


-  1  - 
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Use  of  ambulatory  medical  care  by  Senior  Plan  members 
on  a  per  member  per  year  basis  has  increased  20%  during 
the  past  4  years. 

Voluntary  disenrollment  from  the  Fallon  Senior  Plan  is 
less  than  1%  per  year,  and  is  most  frequently  due  to  a 
move  out  of  the  area.     Members  are  definitely  not 
leaving  the  HMO  when  they  become  frailer,  or  because  of 
difficulty  in  having  their  needs  met. 

New  members  frequently  incur  high  costs  in  their  first 
6-12  months  on  the  Senior  Plan  as  health  care  issues 
that  were  not  identified  or  addressed  in  the 
fee-for-service  setting  are  tended  to  at  Fallon  as  part 
of  our  pro-active,  preventive  health  care  approach. 

Results  of  a  1989  study  comparing  randomly  selected 
Fallon  Senior  Plan  enrollees  to  Medicare  beneficiaries 
in  the  area  demonstrated  no  significant  differences  in 
health  status  between  the  two  populations. 


PAYMENT  LEVEL 

A  shift  from  95%  to  100%  of  the  AAPCC  in  reimbursing  HMOs 
is  a  change  with  important  ramifications  not  only  for  HMOs  but 
also  for  beneficiaries  and  for  the  nation's  health  care  scheme 
for  elders  as  a  whole.     Only  managed  care  can  achieve  the 
positive  long-term  changes  in  the  cost  and  quality  of  elder 
health  care  that  are  so  desperately  needed  to  care  for  the 
burgeoning  elder  population. 

Through  innovation,  risk  contracts  have  tailored  and 
expanded  care  under  the  Medicare  program  to  better  address  the 
chronic,   interactive  conditions  common  to  elders.     During  the 
same  decade  of  managed  care  innovation,  the  fee-for-service 
sector  has  undergone  tremendous  reimbursement  changes  such  as 
DRGs,   that  have  controlled  costs.     Now,  these  cost  controls 
are  having  an  impact  on  HMOs  in  reducing  reimbursements  since 
reimbursements  are  based  on  the  AAPCC  gathered  from  the 
fee-for-service  sector.     The  increase  to  100%  would,   at  this 
point  in  time,  merely  level  the  playing  field  for  HMOs. 


CONTRACT  ISSUES 

PRO  review  has  been  extremely  laborious  and  cumbersome.  It 
has  actually  detracted  from  quality  assurance  efforts  and 
improvements  at  Fallon.     This  is  because  skilled  nurse  reviewers 
who  would  otherwise  be  actively  carrying  out  quality 
improvements  are  forced  to  devote  significant  time  to  fulfilling 
PRO  requests.     The  most  frustrating  of  all  is  that  PRO  reviews 
have  resulted  in  virtually  no  findings  despite  the  labor  and 
cost  associated  with  them.     The  final  irony  at  Fallon  has  been 
the  resignation  of  the  Chairman  of  the  QA  Department,  a 
dedicated  physician,  because  the  Department  spends  less  time  on 
quality  improvement  than  it  does  on  PRO  compliance.     Fallon  has 
proposed  an  alternative  approach  to  the  PRO  review  which 
demonstrates  both  our  commitment  to  quality  improvement  and 
recognition  of  the  need  for  appropriate  governmental  oversight. 
We  will  gladly  supply  a  copy  of  this  proposal. 

One  of  the  more  disruptive  features  of  the  risk  contracting 
process  has  been  mid-year  Medicare  changes  in  benefits  and 
paymepts.     We  agree  to  provide  a  package  of  services  for  a  set 
price  and  build  other  components,   such  as  expanded  benefits, 
premiums  to  members,  and  provider  contracts  around  that  core 
agreement.     Ensuing  Medicare  changes  during  the  contract  year 
become  extremely  costly  to  the  HMO.     While  we  do  not  want  our 
enrollees  to  be  deprived  of  any  Medicare  benefits,  the  cost  of 
changes  in  coverage  mandated  under  risk  contracts  in  mid-year 
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are  difficult  to  absorb.     The  additional  costs  should  be 
factored  into  HCFA  payments  to  the  HMOs  for  the  balance  of  the 
contract  year.     The  SNF  redefinition  or  clarifications  of 
coverage  in  1988  was  particularly  troublesome.     Clearly,  we  were 
required  to  cover  services  which  were  not  in  the  AAPCC. 


VALUE  OF  RISK  CONTRACTS 

HMO  managed  care  risk  programs  offer  many  advantages  to  the 
Medicare  population.     At  Fallon,  Senior  Plan  members  are  freed 
from  confusing  paperwork,  they  know  what  their  health  care  costs 
for  the  year  will  be,  they  pay  a  reasonable  monthly  premium  and 
receive  a  number  of  extra  benefits,  such  as  prescription  drug 
coverage,  eye  care  and  routine  physicals.     However,  at  a  deeper 
level,  the  advantage  of  risk  contracts  is  that  the  HMO  has  the 
opportunity  to  make  meaningful,   far-reaching  innovations  in  the 
delivery  of  health  care  to  elders.     At  Fallon,  we  have  been  able 
to  create  a  coordinated  care  network  that  offers  preventive 
care,   identification  of  at-risk  patients  and  care  management. 

We  have  been  able  to  look  at  and  implement  a  better  way  of 
treating  specific  conditions.     We  have  introduced  patient 
education,  exercise  and  volunteer  activities  that  involve  even 
the  chronically  ill  in  health  maintenance  programs.  Special 
programs  for  elders  at  Fallon  include: 

Pap  smear  -  a  system  has  been  put  in  place  to  ensure 
prompt  follow-up  of  all  abnormal  smears. 

-        Hip  fracture  -  a  chart  review  has  been  instituted  to 
determine  which  factors  make  fractures  more  likely  to 
occur. 

Drug  compliance  -  Fallon  is  examining  potential 
strategies  for  increasing  patients'  compliance  with 
their  medical  care  plans. 

Coumadin  study  -  all  patients  on  Coumadin  are  tracked 
by  nurses  to  avoid  incidences  of  toxicity. 

Mastectomy  -  for  mastectomy  patients,   length  of  stay, 
treatment  plans,  staging  of  cancer  and  other  factors 
were  evaluated  to  determine  how  to  improve  care.  A 
more  aggressive  follow-up  program  has  been  put  in  place 
and  mammograms  are  actively  encouraged. 

Case  management  -  Fallon  contracts  with  state  home  care 
contracts  to  make  home  visits  to  selected  patients,  to 
develop  care  plans  and  help  Senior  Plan  members  locate 
needed  support  services  in  the  community. 

Geriatric  Assessment  Unit  -  frail  members  can  receive  a 
comprehensive,  multi-disciplinary  evaluation. 

Elder  Resource  Coordinator  -  Fallon  has  created  this 
position  to  assist  elders  and  their  families  in  gaining 
access  to  services  and  health  care  information. 

Step  down  beds  -  through  contracts  with  area  skilled 
nursing  facilities,  Fallon  retains  Level  I  beds  so 
patients'  wait  to  transfer  out  of  the  hospital  is 
reduced . 

Centralized  pharmacy  -  a  computerized  prescription 
tracking  system  helps  avoid  harmful  drug  interactions 
by  alerting  the  pharmacist  of  all  the  patient's  current 
prescriptions. 
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Nursing  Home  Program  -  care  in  long  term  care 
facilities  is  managed  by  a  panel  of  Fallon  physicians 
who  each  take  on  primary  responsibility  for  all 
patients  in  the  home.     In  addition,  the  services  of  a 
geriatric  nurse  practitioner  are  used  to  augment 
physician  care  to  nursing  home  patients. 

-        Health  status  screening  -  new  members  and  members  over 
80  years  old  who  have  not  been  seen  in  over  a  year  are 
screened  via  a  mailed  questionnaire  to  identify 
potential  problems. 

Volunteer  program  -  well  elders  are  encouraged  to  work 
in  volunteer  jobs  in  a  variety  of  settings,  including 
providing  in  home  visits  to  frail  elders. 

Senior  fitness  -  through  area  YMCAs,  Senior  Plan 
members  can  join  senior  aerobics,  walking  groups  and 
other  programs. 

Support  groups  -  the  Fallon  Social  Service  Department 
holds  sessions  for  caregiving  families. 

Blood  pressure  screenings  and  health  education  classes 
are  offered  each  month  to  Senior  Plan  members. 

Fallon  uses  a  two-fold  approach:     monitoring  the 
effectiveness  of  various  health  care  strategies  and  implementing 
expanded  benefits  that  enhance  delivery  of  health  care  to 
elders.     Only  a  tightly  managed  risk  contract  makes  this 
possible. 

We  have  witnessed  first  hand  in  our  region  this  year  the 
spiralling  out  of  control  of  the  fee-for-service  approach  as  a 
major  fee-for-service  insurer  of  elders  exposed  elderly 
enrollees  to  60%  rate  hikes.     Nationally,  there  is  a  need  to 
support  and  develop  a  comprehensive  approach  like  risk 
contracting,  that  can  foster  fundamental  care  delivery  changes 
for  the  growing  Medicare  population. 

We  understand  that  Congress  intended  for  HMOs  to  achieve 
efficiencies  in  care  and  for  this  reason  set  the  payment  level 
at  95%  of  AAPCC.     Over  the  past  decade,  however,  there  have  been 
tremendous  changes  in  the  health  care  field,  many  of  which  have 
resulted  in  more  efficiencies  outside  of  the  managed  care 
industry,   such  as  the  DRG  hospital  reimbursement  program. 
Because  of  these  changes  in  health  care  dynamics,  the  time  has 
come  to  bring  HMOs  to  100%  of  AAPCC. 

In  the  long  run,  risk  contracting  holds  the  most  promise  as 
a  health  care  system  that  can  remain  affordable  to 
beneficiaries,  contain  overall  costs  and  provide  coordinated 
care  tailored  to  meet  elders'  needs.     It  must  be  nurtured  and 
challenged  to  fulfill  its  potential. 
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THE  IMPACT  OF  PRO  LIMITED  REVIEW  ON  QUALITY  ASSURANCE  ACTIVITIES 

INTRODUCTION 

During  the  past  several  years,   health  maintenance 
organizations   (HMOs)  with  medicare  risk  contracts  have  been  the 
focus  of  an  increasing  amount  of  governmental  review.     While  the 
intensity  and  breadth  of  state  regulations  vary,  HMOs  with 
Medicare  Risk  contracts  have  had  to  respond  to  Health  Care 
Financing  Agency  (HCFA)  mandates  on  quality  review. 

These  mandates,  currently  being  carried  out  at  the  state 
level  by  peer  review  organizations,  sharply  increase  the  HMOs 
administrative  burden.     More  important  than  the  enormous  amount 
of  additional  work  (and  the  concomitant  costs)  however,   is  the 
question  of  whether  the  increased  scrutiny,  as  currently 
structured,   is  capable  of  improving  the  medical  care  delivery 
system. 

The  present  paper  examines  the  evolution  of  QA  activities  at 
Fallon  Community  Health  Plan  (FCHP)   in  light  of  the  recent 
developments  in  legislative  and  regulatory  activities.  After 
struggling  to  cooperate  as  fully  as  possible  with  these  time 
consuming  regulations,   FCHP  has  concluded  its  internal 
mechanisms  for  uncovering  and  correcting  potential  quality 
problems  are  much  more  effective  than  the  peer  review  process. 
FCHP  is  currently  working  with  HCFA  to  develop  a  better  way  to 
respond  to  HMO/ CMP  quality  review  program  requirements.  The 
goal  of  this  paper  is  to  trace  the  development  of  that  process 
in  a  way  that  will  provide  assistance  to  other  HMOs  facing  the 
same  regulatory  issues. 


BACKGROUND  TO  ORGANIZATION 

FALLON  CLINIC 

Fallon  Clinic  is  a  Worcester,  Massachusetts  based 
multi-specialty  group  practice  in  existence  since  1929.     It  is 
organized  as  a  physician  owned  professional  corporation.  There 
are  currently  180  physicians  in  23  specialties  who  work  at  nine 
multi-specialty  sites.     The  Fallon  Clinic  employs  900  full  time 
equivalent  ancillary  personnel. 

FALLON  COMMUNITY  HEALTH  PLAN 

FCHP  is  a  state  licensed  and  federally  qualified  group  model 
health  maintenance  organization  (HMO)   in  operation  in  Central 
Massachusetts  since  1977.     It  was  sponsored  by  the  Fallon 
Clinic,   Inc.     Total  membership  in  FCHP  is  over  115,000  (January 
1990),   including  15,000  elderly.     Membership  is  generally 
employer  based.     Most  members  receive  coverage  through  their  own 
or  their  spouse's  employer.     FCHP  draws  its  members  from 
approximately  3,000  employer  groups  located  throughout  central 
Massachusetts.     There  are  also  small  Medicaid  and  Direct 
Enrollment  programs. 

THE  FCHP  SENIOR  PLAN 

The  Worcester  area  has  one  of  the  higher  proportions  of 
elderly  in  the  country.     Approximately  16%  of  residents  are 
eligible  for  Medicare.     On  April  1,   1980,   FCHP  became  the  first 
HMO  nationally  to  enroll  Medicare  beneficiaries  and  accept 
reimbursement  from  HCFA  on  a  prospective,  per  capita  basis  as  a 
demonstration  project. 

Since  then,  the  Fallon  Senior  Plan  has  maintained  a  risk 
contract  with  HCFA.     It  has  been  able  to  offer  a  more 
comprehensive  range  of  health  care  benefits  than  standard 
Medicare  supplements  while  maintaining  competitive  premiums. 
Fallon  Senior  Plan  is  open  to  anyone  eligible  for  Medicare  Parts 
A  and  B  or  Part  B  only  who  resides  in  the  service  area. 
Individuals  are  entitled  to  join  when  they  first  become  eligible 
or  during  a  yearly  60  day  period  of  open  enrollment.     There  is 
no  screening.     Membership  satisfaction  is  high  as  measured  by 
patient  surveys  and  a  voluntary  disenrollment  rate  of  less  than 
1%  per  year. 
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FINANCIAL  IMPLICATIONS  OF  MEDICARE 

Medicare  was  enacted  in  1965  to  provide  the  elderly  with 
better  access  to  medical  care.     With  the  passage  of  Medicare, 
the  Federal  Government  took  responsibility  for  providing 
individuals   (mainly  over  65)   who  had  paid  into  the  Social 
Security  System  with  hospital  insurance   (Part  A)   and  optional 
supplementary  medical  insurance  (Part  B) . 

While  Medicare  improved  access  to  care,   it  also  increased 
utilization  and  consequently  governmental  expenditures.  These 
increases  were  felt  in  the  first  few  years  of  the  program  and 
have  continued  unabated.     For  example,  program  costs  for  Part  B, 
which  reimburses  physician  and  outpatient  services,  doubled 
between  1983  and  1988   (1) .     Total  expenditures  for  health  care 
are  predicted  to  be  around  $640  billion  in  1990   (2) .  Similar 
predictions  were  sounded  by  analysts  from  HCFA  (1987)  who 
projected  that  national  health  expenditures  will  reach  1.5 
trillion  dollars  by  the  year  2000  (3) . 


ADVANTAGES  OF  CAPITATED  SYSTEMS 

Since  the  1970 's,  various  methods  of  cost  containment  have 
been  tried.     A  major  one  has  been  the  establishment  of  capitated 
systems  such  as  HMOs.     Capitated  systems  set  overall  limits  and 
establish  incentives  which  allow  providers  to  decide  on  the  most 
appropriate  mix  of  services.     The  enactment  of  Section  114  of 
the  Tax  Equity  and  Fiscal  Responsibility  Act   (TEFRA)  modified 
reimbursement  provisions  for  contracts  between  HCFA  and  HMOs. 
It  was  intended  as  a  form  of  risk  shifting  from  HCFA  to  the 
HMOs.     HCFA  pays  HMOs  95%  of  the  Average  Adjusted  per  Capita 
Cost  (AAPCC) .     The  AAPCC  is  an  estimation  of  the  average  amount 
Medicare  would  have  paid  in  a  f ee-f or-service  setting.     It  is 
adjusted  for  age,  sex,  welfare  and  institutional  status  and  area 
of  residence.     HMOs  agree  to  provide  a  specified  set  of 
services,  which  at  a  minimum,  are  the  services  provided  by 
Medicare. 

Membership  in  HMOs  has  increased  steadily.     Although  the 
rate  of  increased  was  relatively  slow  during  1988,  total 
membership  by  the  end  of  that  year  was  placed  at  31.9  million 
(4)  . 


CRITICS  OF  THE  SYSTEM 

A  major  impetus  behind  the  arrangement  with  the  federal 
government  is  that  HMOs  provide  services  cost-effectively.  As 
Luft  (5)   and  Mechanic  (6)   indicated,  HMOs  achieve  most  savings 
by  reducing  acute  care  hospital  days.     HMO  patients,  who  might 
have  been  hospitalized,   receive  care  instead  as  outpatients  or 
in  a  skilled  nursing  facility,  or  at  home  via  home  health 
services.     While  there  are  no  conclusive  studies,  research 
suggests  no  differences  in  outcome  as  a  result  of  the  HMO 
delivery  system.      (7,   8,   9,   10).     Members  also  appear  satisfied 
with  the  care  they  receive  (e.g.   11) . 

Certain  criticisms  appear  valid  at  times.     A  recent  article 
in  JAMA  (12)   for  example,  presents  data  suggesting  that  compared 
to  f ee-f or-service  patients,  HMO  patients  receive  less  complete 
mental  health  care.     Articles  with  similar  themes,  while  rare, 
surface  often  enough  to  put  HMOs  on  the  defensive.     More  than 
any  study,  however,  as  several  writers  including  Berwick  (13) 
pointed  out,  there  is  a  general  perception  particularly  among 
business  coalitions,  that  HMOs  because  of  their  financing 
structure  might  under  serve  their  public. 


HISTORY  OF  REGULATIONS  OF  MEDICARE  HMOS 

THE  HCFA  INITIATED  REVIEW  PROCESS 

In  1985,  as  a  direct  result  of  legislation  (COBRA  and 
amended  OBRA  regulations) ,  Medicare  Risk  Contract  HMOs 
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were  required  to  participate  in  external  quality  review 
activities.     HCFA  then  negotiated  with  peer  review  organizations 
nationwide  to  perform  the  actual  oversight  procedures. 

In  Massachusetts,  the  Mass  Peer  Review  Organization  (PRO) 
negotiated  a  two  year  contract  with  HCFA  to  perform  focused 
ambulatory  review.     The  purpose  of  the  review  was  to  identify 
quality  of  care  problems  in  Massachusetts  HMOs.     The  Mass  PRO 
used  generic  quality  screens  which  they  and  HCFA  had  jointly 
developed  as  a  tool  to  help  identify  quality  of  care  problems. 
The  focus  at  this  stage  was  specifically  on  occurrences  or 
unexpected  outcomes  such  as  deaths  or  readmission  to  hospitals 
within  30  days. 

MAJOR  CATEGORIES  OP  REVIEW 

There  are  six  categories  of  review.     Cases  are  selected  on 
the  basis  of  (a)   13  sentinel  diagnoses;    (b)   randomly  selected 
inpatient  cases;    (c)  deaths;   (d)   randomly  selected  ambulatory 
cases;   (e)   transfers;  and  (f)   readmission.     Cases  are  selected 
for  review  on  the  basis  of  the  NO  Pay  Bills   (UB  82s)   which  are 
made  available  to  the  Mass  PRO  by  HCFA.     Case  lists  are  sent  to 
Fallon  every  two  weeks. 

The  review  process  has  two  phases.     In  the  first  phase,  all 
selected  cases  are  reviewed  by  a  Mass  PRO  R.N.     If  the  medical 
_  chart  being  reviewed  fails  the  generic  screen,  the  nurse  refers 
it  to  a  Mass  PRO  physician  reviewer.     If  the  physician  agrees 
the  chart  failed  the  screen,  a  severity  rating  is  assigned. 
Since  the  initial  stages  of  the  review  process,  the  severity 
categories  have  been  modified.     Currently  (as  of  April  1,   1989) , 
the  severity  categories  are  Level  1,  medical  mismanagement 
without  the  potential  for  significant  adverse  effects  on  the 
patient;  and  Level  2,  medical  mismanagement  with  the  potential 
for  significant  adverse  effects  on  the  patient;  and  Level  3, 
medical  mismanagement  with  significant  adverse  effects  on  the 
patient. 

ADDITIONAL  CATEGORIES 

This  schema  is  further  complicated  by  two  additional 
categories,   P  and  X,  that  can  be  given  to  Level  1  cases.  The 
following  definitions  are  taken  directly  from  the  most  recent 
addendum  to  the  Mass  PRO  Guidelines  (April  1,   1989) . 

P  -  Pended  Level  I   (no  response  required) .     A  Pended  Case 
will  not  be  assigned  a  Level  I  severity  rating  unless  the 
trigger  of  3  cases  per  quarter  of  5  cases  per  year  is 
reached.     The  HMO/CMP  will  be  notified  if  the  trigger  is 
reached  and  will  be  provided  an  opportunity  for  response 
and/or  discussion  at  that  time. 

X  -  Adverse  Occurrence.     Cannot  be  determined  to  be 
preventable.     Not  a  quality  of  care  issue.     Will  be  trended 
for  1  year  and  then  removed  from  database. 

These  categories  necessitate  different  responses  from  the 
Medicare  Risk  HMO.     Level  I  cases  do  not  require  a  response  and 
do  not  result  in  any  action  unless  a  particular  pattern  of 
problems  is  observed  by  the  Mass  PRO  in  quarterly  profiling. 
Once  the  categorization  is  made,  the  cited  physician  and  the 
organization  are  given  an  opportunity  to  comment  before  any 
action  is  taken.     In  most  of  the  cases  where  further 
clarification  was  needed,  the  Mass  PRO  has  dismissed  the  case  as 
not  involving  a  quality  of  care  issue.     To  date,  this  has  been 
Fallon's  experience. 

In  Level  II  cases,   regulations  state  that  no  action  will  be 
taken  unless  a  particular  pattern  is  observed.     Cases  confirmed 
at  Level  III  severity  will  be  referred  to  the  office  of  the  Mass 
PRO  medical  director  for  corrective  action. 
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BASIC  VERSUS  LIMITED  REVIEW 

At  the  time  the  regulations  were  announced,  HMOs  had  the 
option  of  applying  for  basic  or  limited  review.     Those  HMOs 
qualifying  for  the  limited  option  would  still  be  required  to 
have  cases  reviewed  within  each  of  the  six  categories  discussed 
above.     However,   a  much  smaller  number  of  cases  would  be 
required  within  each  category.     In  order  to  qualify  for  limited 
review,   the  HMO  had  to  demonstrate  to  HCFA  that  it  had  an 
effective  QA  program. 

Since  Fallon  was  very  confident  about  its  QA  program,  the 
decision  was  made  to  try  for  limited  review.     In  the 
Commonwealth  of  Massachusetts,   Fallon  was  the  only  HMO  to  apply 
for  limited  review.     In  September,   1987,   two  representatives 
from  the  Ambulatory  Association  of  Accreditation  in  Health  Care 
(AAAHC) ,  under  contract  with  Mass  PRO,  made  a  two  day  on-site 
visit  during  which  the  QA  program  was  exhaustively  reviewed. 
The  Mass  PRO  subsequently  recommended  Fallon  be  granted  limited 
review. 

FALLON'S  EXPERIENCE 

Limited  review  has  thus  far  been  a  much  more  onerous  burden 
on  Fallon  than  originally  anticipated.     At  this  point,   at  the 
beginning  of  the  third  year  of  the  review  process,   it  is 
increasingly  evident  that  the  federal  government  did  not  take 
into  account  the  manpower,   time  and  resources  needed  to  do  even 
a  limited  review.     Currently  (January,   1990)  over  800  cases  have 
been  reviewed  at  Fallon.     This  represents  almost  half  of  the 
reviews  done  in  the  entire  state.     The  other  risk  contract  HMOs 
have  had  great  difficulty  in  responding  to  Mass  PRO 
initiatives.     Others  have  had  tremendous  difficulty  providing 
the  UB  82  no  pay  bills  which  serve  as  the  basis  for  review 
(personal  communication.  Mass  PRO) .     Thus,  the  only  HMO  which 
sought  and  was  granted  limited  review  bears  the  brunt  of  the 
Mass  PRO  activity. 

OTHER  HMOS   IN  MASSACHUSETTS 

The  Mass  PRO  admits  they  are  very  behind  target  and  have  no 
plans  to  do  retrospective  review  of  the  other  Massachusetts  HMOs 
(personal  communication  Mass  PRO) .     Meanwhile,  the  review 
process  at  Fallon  continues.     By  a  conservative  estimate,  this 
mandated  review  process  occupies  one-third  of  the  time  of  the  QA 
department.     What  makes  this  situation  more  frustrating  for 
Fallon  is  that  the  process  does  not  seem  an  effective  way  of 
uncovering  problems.     Of  all  the  cases  reviewed,   fewer  than  10 
have  documented  any  quality  problem.     Of  the  documented 
problems,   all  have  involved  hospitalized  patients  and  their  care 
while  in  the  hospital.     While  HCFA  regulations  put  the 
responsibility  for  hospitalized  patients  on  the  Medicare  Risk 
Group,   in  reality,  there  is  only  a  limited  amount  of  influence 
an  HMO  can  have  on  a  hospital,  at  least  in  the  short  term.  The 
primary  oversight  of  hospitals  should  come  directly  from  the 
federal  government. 

The  current  situation  has  inspired  Fallon  to  seek  a 
different  solution.     As  recent  articles  have  made  clear, 
government  oversight  will  not  go  away  (14) .     Alternatives  to  the 
current  situation  must  involve  a  monitoring  process  with  checks 
and  balances. 

Fallon  is  confident  that  its  QA  program  and  all  other- 
aspects  of  its  ambulatory  care  environment  safeguard  patient 
care.     The  QA  program  has  evolved  so  that  all  departments 
actively  participate  in  the  assurance  of  quality. 

EVOLUTION  OF  QA  AT  FALLON 
Prior  to  1986 

Prior  to  1986,  there  was  a  Quality  Assurance  Committee 
consisting  of  physician  representatives  from  each  of  the 
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departments.     The  committee  met  on  a  monthly  basis  to  discuss 
potential  problems  and  the  need  for  quality  assurance  activities 
in  their  departments.     The  QA  committee,  however,  had  no  support 
staff  which  made  the  actual  conduct  of  studies  difficult.  While 
some  small  studies  were  conducted  and  some  changes  in  procedure 
implemented,   it  was  generally  realized  by  FC  and  FCHP 
administration  that  a  more  formal  system  was  necessary. 

1986-1987 

During  this  period,  a  formal  QA  department  reporting 
directly  to  the  Medical  Director  was  established.     A  mission 
statement  was  developed  and  approved  both  by  the  Fallon  Clinic 
and  FCHP  Board  of  Directors.     During  this  early  state,  small 
studies  were  undertaken  under  the  direction  of  the  chiefs  of  the 
divisions.     The  studies  were  often  successful  in  finding 
opportunities  for  quality  improvement.     It  was  recognized, 
however,   implementation  and  re-evaluation,  necessitated  a  larger 
QA  support  staff.     At  the  same  time,  state  legislation  indicated 
to  the  Fallon  organization  that  some  restructuring  of  the  QA 
department  was  necessary. 

1987  to  Present:     Restructing  of  QA  Activities 

In  June  1987,  the  Commonwealth  of  Massachusetts  enacted 
General  Law  concerning  the  establishment  of  and  participation  in 
Qualified  Patient  Care  Assessment  Programs.     Its  primary  goal 
was  "ensuring  that  patients  in  both  institutional  and  office 
settings  receive  optimal  care"   (Patient  Care  Assessment 
Regulations,   1987) . 

While  all  elements  of  the  patient  care  assessment  program 
(PCA)  were  in  place  at  Fallon,  they  were  not  under  the  umbrella 
mandated  by  the  Commonwealth  of  Massachusetts.     After  self 
examination,   Fallon  consolidated  its  quality  assurance  and  risk 
management  activities  under  one  PCA  Committee  that  reported 
directly  to  the  Board  of  Directors.     This  structure  ensured  that 
any  quality  problems  got  immediate  attention  from  the  highest 
levels  of  administration. 

To  ensure  problems  are  identified  and  solutions  are 
implemented  as  quickly  as  possible,  the  QA  staff  was  expanded  to 
include  three  full  time  RNs,  a  physician  advisor  and  a 
secretary.     A  fourth  RN  position  has  recently  been  approved. 
Each  of  the  individual  departments  contribute  to  the  effort  on  a 
project  basis.     In  addition,  the  QA  staff  receives  assistance 
when  needed  from  the  nursing  staff  and  the  research  department. 

The  QA  department  coordinates  the  activities  of  the  QA 
committee  which  meets  on  a  monthly  basis.     The  QA  Committee 
consists  of  physician,  nursing  and  administrative  staff.     At  its 
meetings,  potential  areas  for  improvement  in  medical  delivery, 
identified  by  department  chiefs,  other  Fallon  committees  (e.g. 
the  Pharmacy  and  Therapeutics  Committee)   and  articles  in  the 
medical  literature,  are  discussed.     When  the  committee  concludes 
there  is  a  need  for  additional  date,  an  appropriate  study  is 
conducted . 

QA  ACTIVITIES  AT  FALLON 

AMBULATORY  AND  EVALUATION  ACTIVITIES 

Examples  of  recent  QA  initiated  studies  include  the 
following: 

Pap  Smear  Study:     This  is  considered  a  particularly 
important  area  since  cervical  cancer,   if  caught  early, 
is  curable.     After  studying  how  lab  results  were 
handled,  a  new  system  was  put  in  place  to  ensure 
physicians  received  results  promptly.     As  a  check,  all 
abnormal  pap  smears  are  sent  to  QA  which  contacts 
individual  physicians  to  ensure  appropriate  follow  up. 
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Hip  Fracture:     The  literature  on  hip  fractures  in  the 
elderly  has  been  revi'-         and  all  known  risk  factors 
identified.     Charts  o^  ull  Fallon  hip  fracture  patients 
and  age/sex  matqhed  controls  are  currently  being 
reviewed  to  determine  what  factors  make  fractures  more 
likely  to  occur. 

Revisit  Study:     The  QA  department  receives  a  daily 
report  of  any  patient  who  has  been  seen  by  the  Fallon 
Urgent  Care  department  more  than  two  times  in  a  seven 
day  period.     a  medical  chart  review  is  done  by  one  of 
the  RNs  in  the  QA  department  to  make  sure  there  are  no 
quality  of  care  issues.     Any  questionable  chart  is 
referred  to  the  physician  chairman  of  the  QA  department 
for  further  action. 

No  Show  Policy  and  Procedure:     This  policy  and 
procedure  was  initiated  by  the  QA  department  to  ensure 
appropriate  follow-up  care  was  provided  to  patients  who 
did  not  show  up  for  scheduled  appointments.     To  ensure 
such  patients  receive  appropriate  care,  their  charts 
are  identified  and  sent  to  their  physician  for  review. 
On  the  basis  of  physician  judgement,  the  patients  are 
put  into  one  of  three  categories:     rescheduled  as  soon 
as  possible;  rescheduled  routinely  or  no  follow-up 
necessary  at  this  time. 

An  Access  Report  is  produced  each  month.     It  shows  the 
number  of  days  until  the  first  available  physical, 
office  visit  and  specialty  exam  on  an  individual 
physician  basis.     Statistics  are  presented  for  the 
current  month  as  well  as  the  trend  over  the  past  six 
months.     When  access  threatens  to  become  problematical, 
physician  staffing  issues  are  addressed. 

Disenrollment  Surveys  are  conducted  twice  each  year.  A 
concerted  effort  is  made  to  contact  all  subscribers  who 
have  disenrolled  on  anniversary  date.     Respondents  are 
given  a  structured  telephone  interview  to  access 
reasons  for  disenrollment.     Results  are  sent  to  top 
administration  at  the  Fallon  Clinic  and  the  FCHP. 
Potential  problems  in  the  medical  care  delivery  system 
are  identified  and  addressed. 

Patient  Satisfaction  Surveys:     This  is  an  ongoing 
activity  at  Fallon.     The  results  are  used  to  make 
improvements  in  the  delivery  of  care.  Potential 
problems  are  revisited  12  months  later  to  ensure  they 
have  been  addressed. 

Coumadin  Study:     After  a  patient  was  diagnosed  with 
Coumadin  toxicity,   the  QA  department  studied  patient 
follow-up  to  identify  where  fragmentation  of  care  could 
occur.     As  a  result,  a  nurse  was  made  responsible  for 
tracking  all  patients  on  Coumadin.     The  nurse  works 
closely  with  the  patient  and  the  patient's  doctor  to 
ensure  continuity  of  care. 

Mastectomy  Study:     The  charts  of  all  patients  who  had 
mastectomies  between  1978  and  1988  were  reviewed.  Data 
was  collected  on  length  of  stay,  treatment  plans, 
staging  of  cancer  and  other  related  factors  to  see  if 
appropriate  care  was  being  rendered.     One  result  of  the 
study  was  a  more  aggressive  follow-up  program  to  ensure 
subsequent  mammograms  were  performed.     The  QA 
department  contacted  individual  physicians  and  helped 
set  up  mammogram  appointments.     A  concerted  effort  was 
made  to  follow-up  on  all  patients  including,   in  one 
case,  telephoning  a  patient  who  had  moved  to  Texas. 
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other  areas  of  active  or  recent  study  include  coronary 
artery  bypass  grafts,  abdominal  aortic  aneurysms,  abdominal 
pain,   repeat  urgent  care  visits,  cholesterol  screening,  drug 
compliance,   and  mammography  screening.     In  addition,  specific 
cases  are  individually  reviewed  by  the  Fallon  Clinic  medical 
director  and  the  QA  staff.     These  cases  come  from  Incidence  and 
Occurrence  Reports,  Health  Care  Coordinator  (Fallon  RNs 
responsible  for  utilization  review  and  discharge  planning  of 
hospitalized  patients)   reports,   individual  physician  concerns 
and  patient  concerns  heard  by  the  FCHP  Patient  Relations  staff. 

Finally,  a  variety  of  ongoing  monitoring  activities, 
including  weekly  Case  Conference  meetings,   a  monthly  Pharmacy 
and  Therapeutics  meeting,  quarterly  Risk  Management  meetings  and 
regular  Patient  Care  Assessment  meetings  are  Pilot  Projects  at 
Fallon. 

The  unique  opportunities  presented  by  a  capitated  system 
enabled  Fallon  to  develop  several  health  care  programs  tailored 
to  the  needs  of  the  elderly.     These  programs  are  felt  also  to 
significantly  add  to  Fallon's  ability  to  continually  monitor 
and,   if  necessary,   improve  the  delivery  system. 

a.  The  Senior  Home  Care  Project  (SHCP) ,   funded  by  the 
Massachusetts  Executive  Office  of  Elder  Affairs 
coordinated  the  State's  social  and  support  services 
with  Fallon's  medical  care.     Clinical  teams  composed  of 
social  workers,  registered  nurses,   and  home  health 
staff  developed  integrated  care  plans  for  frail  Senior 
Plan  members. 

b.  The  coordination  of  care  initiated  in  the  SHCP,  is 
being  continued  through  Fallon's  care  management 
contracts  with  state  home  care  corporations.     The  Care 
Managers  are  available  when  authorized  by  Fallon  to 
make  home  visits,   conduct  an  assessment,  prepare  a  care 
plan  and  assist  Senior  Plan  members  in  locating  needed 
support  services. 

c.  To  authorize  this  care  management  service,  provide 
information  to  frail  members  and  their  families,  and 
track  utilization  of  this  group,   Fallon  has  created  the 
position  of  Elder  Resource  Coordinator. 

d.  As  part  of  a  pilot  project.  Primary  Care  Nurses  are 
assigned  to  monitor  the  care  of  selected  frail  elderly 
patients.     This  program  is  designed  to  increase  patient 
compliance,   avert  health  crises  through  early 
detection,   and  relieve  physicians  of  some 
time-consuming  details  of  care  plan  implementation. 

e.  A  Geriatric  Assessment  Unit  offers  a  comprehensive, 
multi-disciplinary  evaluation  of  frail  Senior  Plan 
members.     A  physician,  geriatric  nurse  practitioner  and 
social  worker  gather  information  from  the  patient  and 
key  family  members.     As  needed,  consultants  are 
available  from  nutrition,  pharmacy  and  physical 
therapy. 

f.  Senior  Plan  members  institutionalized  in  Level  II 
through  IV  nursing  home  beds  (approximately  250) 
continue  to  receive  careful  oversight  of  their  health 
care  needs  through  the  Fallon  Nursing  Home  Program. 
Their  regular  physician  care  is  supplemented  by  visits 
from  a  geriatric  nurse  practitioner.     Care  issues  are 
resolved  and  potential  crises  averted  through  early 
interventions . 

g.  New  member  screening  was  initiated  in  1987  to  identify 
frail  elders  at  the  time  of  Senior  Plan  enrollment. 
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At  risk  members  are  offered  in-home  assessments  to 
determine  the  need  for  community  services.  If 
appropriate,  a  comprehensive  geriatric  assessment  is 
scheduled. 

STUDIES  TO  ASSESS  HOSPITAL  AND  OTHER  INSTITUTIONAL  CARE 

a.  CABG  Study:     In  1987,   as  a  result  of  the  Utilization 
Review  Committee  finding  unexpectedly  long  stays  for 
some  cardiac  surgery,   all  hospitalizations  involving 
cardiac  surgery  were  studies.     An  unexpectedly  high 
complication  rate  was  found  for  one  of  the  hospitals. 
As  a  result,  a  new  joint  monitoring  program  was 
developed.     Fallon  continues  to  do  in-depth  analysis  of 
cardiac  surgery  yearly  to  assess  if  outcomes  and 
patient  referral  for  such  surgery  are  appropriate. 

b.  Home  Health  Study:     FCHP  contracts  for  services  with 
several  area  home  health  agencies.     Agencies  differ  in 
whether  they  are  reimbursed  on  a  capitated  or 
fee-for-service  basis.     To  ensure  that  reimbursement 
mechanism  was  not  having  an  adverse  impact  on  quality 
of  care,  utilization  and  outcome  data  was  collected  on 
a  diagnosis  basis  for  all  elderly  individuals  who 
received  care  during  1988.     While  outcomes  were 
similar,   fewer  physical  therapy  service  was  provided  by 
the  capitated  agency.     As  a  result  of  this  finding,  the 
review  mechanism  was  changed.     FCHP  now  does  a  more 
frequent  review  of  all  cases  referred  to  that  agency. 

c.  SNF  Study:     FCHP  has  made  increasing  use  of  a  skilled 
nursing  facility  (SNF)  to  care  for  elderly  patients  who 
no  longer  need  intensive  hospital  care  but  are  not 
ready  to  be  discharged.     To  determine  that  the  SNF  was 
being  used  appropriately,  outcomes  and  patient  and 
physician  satisfaction  were  assessed.     As  a  result  of 
study  findings,  changes  were  made  in  the  food  service 
and  night  time  staffing  patterns. 

THE  ORGANIZATIONAL  CULTURE 

As  can  be  evidenced  from  the  monitoring  and  evaluation 
activities  as  well  as  outcome  studies  just  discussed,  the 
assurance  of  quality  is  not  limited  to  the  QA  Committee  or  the 
QA  Department.     Rather  every  department  within  the  Clinic  and 
FCHP  is  committed  to  striving  for  excellence  in  the  delivery  of 
patient  care.     The  pervasiveness  of  this  commitment  to 
excellence  is  the  major  reason  why  the  Mass  PRO,  despite  it 
diligence,  has  been  unable  to  find  major  problems  in  the  quality 
of  the  patient  care  delivery  system. 

As  part  of  business  as  usual,  when  potential  problems  are 
identified,  steps  are  immediately  taken  to  see  if  there  is  a 
problem.     If  a  problem  is  indeed  found,  a  corrective  action  plan 
is  immediately  developed  and  implemented.     Reevaluation  and 
where  appropriate  ongoing  monitoring  occurs  on  a  regular  basis. 

PROPOSED  SOLUTION 
BACKGROUND 

Three  factors,  the  burden  of  the  Mass  PRO  review  process, 
Fallon's  confidence  in  the  existing  QA  program  and  Fallon's 
organizational  culture,  have  led  the  organization  to  seek  an 
alternative  to  the  current  oversight  process.     The  primary  goal 
of  the  proposed  change  is  to  make  more  effective  use  of  the 
resources  FCHP,  the  Fallon  Clinic  and  the  federal  government  are 
expending  to  ensure  quality  of  care  in  its  Medicare  Risk 
Contracts.     With  this  in  mind,  Fallon  initiated  correspondence 
with  HCFA  in  February  1989.     In  the  letter,  Fallon  briefly 
outlined  a  proposal  to  streamline  the  review  process  we 
initiated  at  Fallon.     The  proposal  ultimately  delineates  a 
change  from  the  standard  PRO  process  to  a  more  participatory 
role.     HCFA  has  indicated  its  interest. 
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INITIAL  STEPS 

As  a  first  step,  Fallon  invited  the  Medical  Director  of  the 
Mass  PRO  to  participate  in  its  monthly  QA  meetings.     It  was  felt 
this  would  provide  the  Mass  PRO  first  hand  evidence  of  how  much 
effort  and  commitment  went  into  the  quality  assurance  process. 
Since  the  fall  on  1989,  the  Mass  PRO  medical  director  has  been 
attending  Fallon  QA  meetings,  as  an  invited  guest,  on  a  regular 
basis . 

As  of  January  1990,  the  PCP  Committee  granted  the  Mass  PRO 
medical  director  formal  appointment  to  the  QA  Committee  for  six 
months.     This  grants  certain  protections  to  both  Mass  PRO  and 
Fallon.     In  particular,   it  allows  Mass  PRO  formal  access  to 
sensitive  QA  information  such  as  actual  incidence  reports, 
occurrences,  and  specific  physician  reports.     These  reports  are 
generally  not  presented  to  the  entire  QA  committee  but  instead 
are  reviewed  at  a  confidential  session  with  the  Fallon  medical 
director,  QA  physician  chairman  and  the  specific  physician 
involved  in  the  incident. 

PROJECT  DESIGN  CONSIDERATIONS 

To  be  acceptable  to  HCFA,  the  pilot  project  must  demonstrate 
that  the  process  in  place  at  Fallon  is  able  to  improve  HCFA's 
oversight  capability.     In  a  letter  dated  March  27,   1989,  Thomas 
Morford,   HCFA  Director  of  Health  Standards  and  Quality  Bureau 
outlined  specific  prerequisites  of  such  a  proposal.     These  were: 

1.  "A  project  design  that  will  ensure  that,  upon 
completion  of  the  study,   scientifically  defensible 
inferences  can  be  drawn. 

2.  Sufficient  data  with  regard  to  quality  and  quantity 
must  be  produced  by  the  study  to  draw  statistically 
significant  conclusions  as  to  the  impact  of  the  review 
mechanism  tested  on  the  health  of  the  patient. 

3.  Sufficient  oversight  over  the  mechanics  of  the  review 
process  must  be  maintained  to  guard  against  procedural 
breakdowns  during  the  study  and  to  permit  analysis  of 
the  review  process  which  will  explain  superior  or 
inferior  results  when  compared  to  the  standard  PRO 
review  approach." 

The  letter  went  on  to  say  that  Fallon's  approach  should  be 
run  concurrently  with  the  standard  PRO  review. 

STUDY  BEING  PROPOSED  TO  HCFA 

Fallon  has  incorporated  these  conditions  into  its  project 
design.     The  overall  purpose  of  the  study  is  to  demonstrate  that 
more  effective  use  can  be  made  of  available  resources.  The 
ultimate  goal  of  this  effort  is  to  replace  the  current  method 
with  Fallon's  mode.     Two  parallel  systems  will  be  run  for  six 
months  with  a  target  starting  date  of  February  1,   1990.  Fallon 
is  currently  revising  its  Incidence/Occurrence  Report  to  include 
generic  occurrences  of  interest  to  HCFA. 

FCHP  Health  Care  Coordinators   (HCCs) ,  RNs  responsible  for 
utilization  review  and  discharge  planning  for  all  hospitalized 
patients,   identify  incidents  or  occurrences  from  hospital 
charts.     The  HCCs  make  hospital  rounds  daily.     Any  problems 
should  be  immediately  apparent.     Identified  problems  are 
referred  to  QA  for  in-depth  review  and  action  plans,  if 
appropriate.     This  step  of  HCC  involvement  is  the  only  change  in 
the  current  QA  process.     All  other  parts  of  the  process,  outcome 
studies,   system  wide  monitoring,  evaluation  activities,  reports 
from  Patient  Relations  and  incidence  and  occurrence  reporting 
will  continue  as  before. 

This  expanded  approach  will  be  tried  for  six  months.  During 
this  time.  Mass  PRO  will  be  continuing  its  usual  activities. 
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At  the  end  of  the  six  month  period,  appropriate  statistical 
tests  will  be  performed  to  compare  the  following  data  for  both 
approaches : 

total  costs  for  manpower  and  supplies  for  both  systems 
total  number  of  cases  identified  for  review 
severity  of  cases  identified 

appropriateness  and  effectiveness  of  corrective  action 
plans  developed  and  carried  out 

It  is  felt  that  this  methodology  will  help  answer  two 
questions:     (1)  Who  (Mass  PRO  or  Fallon)   finds  more  problems  in 
a  timely  and  cost/efficient  manner?   (2)  Which  method  leads  to 
more  timely  and  effective  intervention? 

CONCLUSION 

There  is  no  doubt  that  formal  government  oversight  of  health 
care  facilities  such  as  that  provided  by  the  Mass  PRO  is  here  to 
stay.     As  yet  unaddressed,  however,   is  the  issue  of  whether  the 
money  spent  on  review  and  oversight  ($300  million  in  1989)  is 
being  spent  cost-effectively.     Nobody  disputes  the 
appropriateness  of  government  oversight  of  care  provided  to 
Medicare  beneficiaries.     As  currently  structured,  however,  the 
process  involves  millions  being  spent  to  seek  out  a  few  bad 
apples.     The  current  approach  leads  to  def ensiveness  and 
animosity;  clearly  a  minimal  return  on  the  government's 
investment.     Fallon  believes  there  are  better  ways  to  find 
problems  and,  more  important,  better  ways  to  implement 
corrective  actions. 

The  approach  outlined  in  this  paper  is  based  on  a  model  of  a 
cooperative  PRO  relationship,  more  appropriate  resource 
expenditures  and  continuous  quality  improvement.     Fallon  is 
confident  that  when  this  trial  period  is  finished,   its  method 
will  prove  to  be  more  efficient  and  effective  in  finding  and 
solving  quality  problems.     Ideally,  HMOs  with  proven  quality 
records  will  be  able  to  use  these  federally  allocated  funds  to 
ensure  quality  of  care  to  the  Medicare  population  and  perhaps 
even  supplement  benefits  provided  to  this  population. 

Recently,   the  director  of  HCFA's  Health  Standards  and 
Quality  Bureau,  Thomas  Morford  said  "...less  stringent  oversight 
for  good  hospitals  or  physicians  is  an  idea  that  needs  to  be 
tested,  not  a  right  that  providers  can  demand. "(14)     Fallon  is 
confident  it  can  not  only  demonstrate  the  need  for  less 
stringent  oversight  but  also  move  the  government  toward  a 
continuous  improvement  model. 
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Group 
J  Health 
of^Cooperative 

of  Puget  Sound 


223  Taylor  Avenue  North      Seattle.  WA  98109 


May  18,  1990 


Robert  J.  Leonard,  Chief  Counsel 
Committee  on  Ways  and  Means 
U.  S.  House  of  Representatives 
1102  Longworth  House  Office  Building 
Washington,  D.C.  20515 

Re:  Medicare  Risk  Programs 

Dear  Mr.  Leonard: 

Group  Health  Cooperative  of  Puget  Sound  is  a  Staff  Model  Health  Maintenance 
Organization  that  began  serving  the  Puget  Sound  community  in  1947  with  a  current 
enrollment  of  approximately  380,000. 

Our  plan  entered  into  a  risk  contact  with  the  Health  Care  Financing  Administration  in 
1976.  On  January  1,  1989,  Group  Health  Cooperative  began  contracting  with  the  Health 
Care  Financing  Administration  as  a  TEFRA  Risk  Share  contractor.  It  is  our 
understanding  that  on  Monday,  May  7,  1990,  representative  Pete  Stark,  Chairman  of  the 
Subcommittee  on  Health,  House  Ways  and  Means  Committee,  held  a  hearing  on  the 
Medicare  Risk  Program.  Group  Health  Cooperative  would  like  to  take  this  opportunity  to 
provide  the  subcommittee  with  our  thoughts  on  the  Medicare  Risk  Program. 

As  a  Staff  Model  Health  Maintenance  Organization  with  over  40  years  of  experience, 
Group  Health  Cooperative  feels  strongly  that  managed  healthcare  can  and  should  play  a 
larger  role  in  caring  for  the  needs  of  all  ages  and  income  levels.  More  specifically,  we 
encourage  the  SiiBeimtmittee  on  Health  to  take  a  leadership  role  in  promoting  the  roles 
of  managed  csure  concepts  and  providers  in  National  Health  Insurance  options  as  they  are 
debated  and  implemented  in  years  ahead.  In  our  view,  enhancing  managed  care  options 
and  increasing  participation  in  managed  care  plans  can  be  fostered  through: 

•  Allowing  for  flexibility  and  innovation  in  healthcare  delivery  systems  that 
recognize  the  need  of  an  increasing  aging  senior  population; 

•  Continuing  to  work  toward  assuring  that  the  AAPCC  is  reasonable  and 
adequate,  and  exploring  other  reimbursement  alternatives  for  HMO/CMP's; 

•  Preventing  or  adequately  compensating,  HMO/CMP's  for  benefit  changes  and 
reinterpretation  of  existing  benefits  once  the  AAPCC  has  been  set. 

•  Promoting  uniformity  and  regulatory  consistency  by  formerly  diallowing  state 
regulation  of  Medicare  risk  contracts  as  Medicare  supplemental  policies. 

•  Review  the  Peer  Review  Organization  process  to  ensure  that  all  measures  are 
being  taken  to  make  that  process  a  positive,  meaningful  and  useful  process  to 
Medicare  beneficiaries  and  the  organizations  that  are  regxilated. 

Thank  you  for  the  opportunity  to  comment  on  the  Medicare  Risk  Program. 

moerely,     y\'  T 


Kathie  Hams;  Director 

Medicare  Administration 

Group  Health  Cooperative  of  Puget  Sound 

(206)  443-6979 


32-959  -  90  -  6 
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statement  of  Joseph  E.  Shiprek,  Vice  President,  Health  Care  Division, 
Humana  Inc. 

The  following  statement  is  being  submitted  for  the  record  in  conjunction 
with  a  public  hearing  held  on  May  8  by  Congressman  Pete  Stark  (D-CA), 
Chairman  of  the  Subcommittee  on  Health  of  the  House  Committee  on  Ways  and 
Means.  The  subject  matter  of  the  hearing  concerned  a  discussion  of  the 
Administration's  proposal  to  increase  the  payment  rate  for  Medicare  risk 
HMOs  and  CMPs  from  95  to  100  percent  of  the  adjusted  average  per  capita 
cost  (AAPC)  for  1991. 

As  President  of  Humana  Inc's.  Health  Care  Division,  I  am  responsible  for 
the  operation  of  eight  Medicare  Risk  plans  which  as  of  May  1  enrolled 
175,789  members,  making  Humana  the  largest  Risk  contractor  in  the 
country.  These  plans  are  currently  located  in  the  states  of  Florida, 
Texas,  Kentucky  and  Indiana. 

It  is  Humana's  express  desire  to  go  on  record  stating  that  we 
wholeheartedly  support  the  Bush  Administration's  proposal  to  increase  the 
payment  rate  for  Medicare  Risk  contractors  from  95  to  100  percent  of  the 
AAPCC.  The  most  salient  reasons  for  this  stance  are  outlined  briefly 
below: 

1.  We  feel  that  the  managed  care  initiatives  put  in  place  in  the  early 
1980's  with  the  passage  of  TEFRA,  and  the  subsequent  issuance  of 
formal  HCFA  regulations  in  1985,  represent  one  of  the  most  important 
step  in  the  government's  attempt  to  control  runaway  costs  in  the 
Medicare  program.  Unfortunately,  the  withdrawal  of  a  number  of  Risk 
contractors  from  the  program,  and  the  minimal  enrollment  levels  served 
by  a  number  of  existing  plans  has  lead  to  a  situation  where  the  bulk 
of  the  current  1.2  million  member  enrollment  in  the  Medicare  Risk 
program  is  concentrated  in  only  a  dozen  cities  or  so. 

Enrollment  in  the  Medicare  Risk  Program  has  remained  relatively 
stagnant  in  these  markets  over  the  past  several  years.  Given  the 
unexpected  reductions  in  payments  to  Risk  contractors  brought  about  by 
automatic  Gramm-Rudman  sequestrations  each  year,  reductions  which  are 
not  recoverable,  we  believe  that  the  proposed  5%  rate  increase  would 
entice  a  number  of  "fence-sitters"  to  enter  or  re-enter  the  Medicare 
risk  marketplace;  thus  giving  a  boost  to  the  Program  and  perhaps 
expanding  the  program  to  a  number  of  new  communities. 
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In  addition.  Congress  and  the  GAO  tend  to  overstate  the  payments  which 
Risk  contractors  receive  for  enrolling  Medicare  beneficiaries.  It  is 
often  overlooked  that  the  120  age/sex/institutional  status  rate  cells 
which  automatically  adjust  up  or  down  from  the  95%  AAPCC  rate  for  a 
given  county  have  a  significant  impact  on  a  contractor's  actual  rate 
of  payment.  Our  experience,  and  undoubtedly  that  of  many  other  plans, 
is  that  younger  beneficiares  tend  to  join  a  Medicare  Risk  plan,  due 
perhaps  to  their  increased  familarity  with  the  HMO  concept  vis  a  vis 
someone  in  their  late  70's  or  80's,  who  during  their  working  years 
would  likely  have  never  been  in  or  been  congnizant  of  HMOs.  As  a 
result,  most  plans  probably  receive  less  than  the  full  95% 
reimbursement  on  average. 

Humana  is  currently  examining  the  potential  for  introducing  its 
Medicare  Risk  product  in  several  areas  where  no  Risk  contractor  has 
ever  operated.  Specifically,  these  areas  consist  of  medium  sized 
cities  and  largely  rural  counties  in  the  states  of  Texas,  Alabama,  and 
Florida.  It  is  only  after  much  experimentation  and  development  of 
sound  management  and  utilization  review  principles  that  Humana  is  even 
considering  entering  such  markets,  which  to  the  average  plan  would 
simply  not  reimburse  at  high  enough  levels  to  give  some  reasonable 
assurances  that  success  may  eventually  be  achieved.  The  Subcommittee 
members  may  recall  the  drastic  withdrawals  which  a  number  of  Minnesota 
plans  had  to  make  from  rural  counties  surrounding  the  Twin  Cities  area 
to  understand  the  inability  of  even  experienced,  well  managed  plans  to 
offer  a  viable  product  in  areas  where  the  AAPCC  reimbursement  is 
simply  too  low. 

Humana  would  like  to  set  a  leadership  role  for  all  other  existing  and 
potential  Risk  contractors  by  proving  that  second  tier  cities  and 
rural  counties  can  be  participants  in  the  Medicare  risk  program.  We 
strongly  feel  that  Medicare  beneficiaries  residing  in  such  demographic 
areas  are  being  unjustly  deprived  of  a  unique  government/private 
secter  benefit  program  which  is  available  only  to  a  relatively  few 
privileged  residents  of  certain  metropolitan  areas  in  this  country. 
It  would  be  a  good  faith  effort  by  the  government  were  the  5%  AAPCC 
hike  to  be  instituted,  thereby  encouraging  managed  health  care 
companies  such  as  Humana  to  offer  this  unique  program  in  many  other 
cities  and  counties. 
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Often  ignored  in  any  assessment  of  whether  Risk  plans  are  being  paid 
adequately  or  being  paid  too  much,  as  the  GAO  contends,  is  the  fact 
that  seniors  who  are  not  enrolled  in  a  Medicare  Risk  plan  have  to  pay 
out  significant  amounts  of  money  to  purchase  Medicare  Supplement 
policies  to  fill  in  the  gaps  between  what  Medicare  does  not  cover. 
Particularly  with  the  repeal  of  the  1988  Medicare  Catastrophic 
Coverage  Act,  these  gaps  have  widened,  and  Medicare  Supplement 
carriers  have  instituted  very  substantial  premium  increases  to  cover 
the  costs  of  these  additional  benefits. 

Humana  does  offer  relatively  low  cost  Medicare  Supplement  policies  in 
many  of  the  markets  where  we  also  offer  a  Medicare  Risk  product.  A 
recent  survey  of  the  savings  accruing  to  members  of  our  Medicare  Risk 
plans,  which  generally  feature  no  additional  monthly  premium  to  the 
member,  yielded  some  astonishing  results. 

If  one  starts  with  the  average  monthly  premium  for  a  medium  level 
Supplement  policy  (typically  $35-40,  although  $128  in  Florida,  with  a 
drug  benefit),  and  the  cost  of  a  Humana  Medicare  risk  policy 
(typically  $0  or  $20),  calculates  the  difference  in  monthly  premiums, 
multiplies  by  the  average  number  of  Risk  members  in  a  given  plan,  and 
multiplies  that  sum  by  12  months,  you  can  achieve  an  approximation  of 
the  savings  to  a  Risk  plan  member  vs.  a  Supplement  policyholder.  For 
a  12  month  period,  using  current  1990  membership  as  of  May  1,  this 
rough  calculation  yields  a  figure  of  $216,185,460. 

The  obvious  point  is  that  while  some  criticize  the  Administration's 
plan  to  add  $100  million  to  the  Federal  budget  by  boosting  AAPCC  rates 
5%  to  Risk  plans,  Humana  alone  has  saved  Medicare  beneficiaries  more 
than  that  amount  by  offering  a  high  benefit,  little  or  no  cost 
alternative  to  Medicare  Supplement  in  just  eight  markets.  On  an 
industry  wide  basis,  the  savings  would  undoubtedly  be  several  times 
the  amount  stated  above.  Although  these  savings  do  not  accrue 
directly  to  the  government,  they  certainly  have  had  a  very  beneficial 
impact  on  the  financial  health  of  many  thousands  of  seniors,  a  number 
of  whom  would  have  undoubtedly  "spent  down"  to  Medicaid  coverage  for 
care  of  catastrophic  illnesses,  thereby  costing  State/Federal 
government  substantial  amounts  for  their  continued  care.  In  effect, 
the  entire  Medicare  Risk  program  functions  as  a  Catastrophic  Act  for 
those  seniors  who  join,  but  without  the  unpopular  income  tax  surcharge 
which  effectively  killed  the  original  Act. 
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After  several  years  of  virtually  no  activity  in  this  area,  Humana  is 
beginning  to  see  in  its  Medicare  Risk  plan  enrollments  more  and  more 
recent  retirees  from  employer  groups,  particularly  those  who  have 
previously  been  enrollees  of  our  commercial  HMOs  in  the  same  markets. 
It  would  appear  that  a  couple  of  events  are  driving  this  favorable 
trend.  One,  the  looming  presence  of  the  Financial  Accounting 
Standards  Board  ruling  that  companies  will  shortly  begin  having  to 
recognize  as  liabilities  the  expected  cost  of  their  employee's 
retirement  health  care  costs  has  energized  many  employers  into 
recommending  the  Medicare  Risk  option.  The  costs  are  much  more 
predictable  and  controllable  for  the  company  under  a  Medicare  Risk 
plan,  and  in  some  cases  there  may  be  no  cost  to  the  employer  at  all, 
as  a  number  of  companies  besides  Humana  currently  feature  $0  premium 
products. 

Second,  recent  retirees  will  have  been  much  more  accustomed  to  the 
concept  and  workings  of  commercial  HMOs  than  those  of  10  years  ago, 
when  HMOs  were  still  in  a  fledgling  stage  in  their  development.  The 
beauty  of  the  current  situation  is  that  retirees  may  not  even  have  to 
switch  health  coverages  upon  their  attainment  of  age  65  -  they  can 
simply  opt  to  enroll  in  the  Medicare  Risk  plan  offered  by  the  same 
carrier,  and  even  continue  to  see  their  same  physician.  This 
extension  of  the  continuity  of  care  concept  is  novel  and  is  largely 
unavailable  under  the  Fee-For-Service  System,  where  a  commercial  plan 
retiree  will  have  to  elect  Medicare,  choose  a  Medicare  Supplement 
carrier,  and  enter  the  confusing  world  of  claims  forms,  balance 
billing,  and  lack  of  utilization  review  and  quality  assurance 
mechanisms  associated  with  Fee-For-Service  Medicare. 

Overlooked  in  many  of  the  supporting  arguments  to  the  Administration's 
proposal  are  the  basic  advantages  of  the  Medicare  Risk  program  over 
care  provided  to  seniors  by  the  Fee-For-Service  sector. 

Humana  can  positively  state  that  our  Medicare  Risk  plans  provide 
affordable,  quality  health  care,  and  through  the  use  of  preventive 
medicine  concepts  and  primary  care  gatekeeper  physicians,  has  reduced 
overall  utilization  rates  and  eliminated  unnecessary  and  often  harmful 
care.  With  close  oversight  on  quality  assurance  exercised  by  the 
appropriate   HCFA   Regional  Office  staff,  the  Washington  Central  Office 
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staff  and  the  local  Peer  Review  Organization,  the  government  is  much 
more  aware  of  the  measurable  outcomes  of  care  rendered  than  with  the 
Fee-For-Service  sector,  for  which  they  are  largely  just  payors.  By 
all  accounts  from  comprehensive  Member  Satisfaction  surveys  conducted 
in  each  Medicare  Risk  market  each  year,  members  are  very  satisfied 
with  the  care  and  benefits  which  they  receive  from  Humana. 


Summary 

It  would  be  unfortunate,  given  the  opportunity  to  take  a  proactive 
step  to  advance  the  Medicare  Risk  program,  should  the  Congress  decide 
not  to  act  on  the  favorable  trends  developing  in  the  area  of  retiree 
movement  toward  the  Medicare  Risk  program.  We  feel  that  the  AAPCC 
payment  hike  would  accelerate  Medicare  Risk  growth  by  incentivizing 
more  contractors  to  enter  the  program,  and  by  incentivizing  Members 
through  the  2%  Part  B  premium  reduction.  It  is  our  belief  that  this 
very  worthwhile  alternative  Fee-For-Service  medicine  should  be  further 
promoted  by  now  moving  toward  a  payment  methodology  which  approximates 
that  paid  under  the  Fee-For-Service  system. 


Humana  has  been  pleased  to  outline  what  we  feel  are  some  very  concrete 
reasons  for  supporting  the  Administration's  proposal  to  increase  the  AAPCC 
payment  rate  to  Medicare  Risk  contractors. 


This  concludes  this  statement  for  the  record. 
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STATEMENT  OF  THE  KAISER  PERMANENTE  MEDICAL  CARE  PROGRAM 
ON  THE  PAYMENT  OF  HEALTH  MAINTENANCE  ORGANIZATIONS  BY  MEDICARE 
BEFORE  THE  HOUSE  WAYS  AND  MEANS  SUBCOMMITTEE  ON  HEALTH 
MAY  8,  1990 


Kaiser  Foundation  Health  Plan,   Inc.,  its  eleven  subsidiary 
Health  Plans,  Kaiser  Foundation  Hospitals  and  eleven  independent 
Permanente  Medical  Groups  comprise  the  Kaiser  Permanente  Medical 
Care  Program  ("the  Program").     The  Program  is  an  economically 
self-sustaining  organized  health  care  delivery  system  that  provides 
health  benefits  on  a  prepaid,  direct  service  basis  to  more  than 
6,400,000  members  in  California,  Oregon,  Washington,  Hawaii,  Ohio, 
Colorado,  Texas,  Maryland,  Virginia,  Connecticut,  New  York,  North 
Carolina,  Georgia,  Kansas,  Missouri,  Massachusetts,  and  the  District 
of  Columbia.     The  Program  is  responsible  for  providing  health  care 
to  roughly  one  in  thirty-eight  Americans  or  one  in  thirty-two 
Americans  with  health  insurance.     Health  Plan  members  receive 
services  through  twenty-nine  Program  hospitals,  more  than  200 
medical  offices,  more  than  7,700  Program  physicians  and  over  66,000 
employees. 

Kaiser  Foundation  Health  Plan,  Inc.,  and  its  eleven  subsidiary 
Health  Plans  are  all  non-profit,  federally  qualified  health 
maintenance  organizations  (HMOs).     They  provide  comprehensive  health 
benefits  to  Health  Plan  members  without  imposing  deductibles  on 
basic  health  services  and  with  very  limited  copayments. 

Medicare  beneficiaries  represent  a  large  and  growing  share  of 
the  Program's  membership  and  revenues.     As  of  February  1990,  almost 
425,000  of  the  Program's  6.4  million  members  were  Medicare 
beneficiaries.     Each  year  about  30,000  Health  Plan  members  become 
eligible  for  Medicare  benefits.     Fifteen  percent  of  the  Program's 
revenues  derive  from  Medicare. 

When  Medicare  was  enacted  in  1965,  it  did  not  contain  any 
provision  to  pay  group  practice  prepayment  plans  (one  of  the  HMO 
prototypes)  on  a  basis  consistent  with  the  way  they  were  jaaid  for 
non-Medicare  members.     Instead,  hospitals  that  served  group  practice 
prepayment  plan  members  were  paid  under  Part  A  of  Medicare  on  the 
same  basis  as  other  hospitals  and  the  plans  were  paid  for  Part  B 
services  on  a  cost  basis.     The  only  other  option  for  plans  was  to 
submit  bills  and  be  paid  on  a  f ee-f or-service  basis. 

In  1972,  Congress  added  Section  1876  to  Title  18  of  the  Social 
Security  Act.     This  section  provided  for  a  capitation  payment 
covering  both  Part  A  and  B  services  on  either  a  cost  or  risk  basis 
and  established  the  important  principle  that  an  HMO  that  chose  a 
risk  contract  would  receive  a  portion  of  the  "savings"  (the 
difference  between  the  average  cost  of  f ee-f or-service  Medicare 
beneficiaries  in  the  geographic  area  and  the  HMO's  costs  for  its 
similar  Medicare  members). 

However,  Section  1876  contained  a  number  of  problems.  First, 
the  final  payment  to  the  HMO  was  made  retrospectively  and  often  was 
not  determined  and  paid  to  the  HMO  until  two  or  three  years  after 
services  were  provided.     This  retrospective  adjustment  made  it 
difficult  for  an  HMO  to  commit  the  use  of  the  savings  to  reduce 
costs  or  add  benefits  for  Medicare  members. 

Second,  Section  226(b)  of  Public  Law  92-603  (the  legislation 
which  added  Section  1876  to  the  Social  Security  Act)  provided  that 
when  an  HMO  entered  into  a  risk  based  agreement  all  its  existing 
members  were  required  to  obtain  all  their  Medicare  covered  services 
through  the  HMO  or  terminate  their  membership.     Making  this  change 
in  coverage  would  have  been  difficult  for  many  older  persons. 

Third,  Section  1876  required  an  HMO  to  offer  a  low  option 
benefit  package  that  covered  only  Medicart  services.     An  HMO  was 
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precluded  from  offering  preventive  and  health  maintenance  services, 
a  prohibition  that  was  alien  to  the  concept  of  health  maintenance 
organizations  and  one  that  made  no  sense. 

For  these  reasons,  our  Program  and  other  HMOs  with  large 
Medicare  memberships  did  not  enter  into  the  initial  Section  1876 
risk  contracts.     The  Administration  authorized  a  risk  contract 
demonstration  project  in  1978  to  test  alternatives  to  the  existing 
program  and  our  Program's  northwest  Region  was  a  participant  in  this 
project.     Based  on  the  experience  of  that  demonstration,  we  and 
other  HMOs  sought  amendments  to  Section  1876  that  would  allow  full 
risk  arrangements  for  HMOs. 

We  were  very  pleased  by  the  amendments  to  Section  1876  made  by 
Section  llA  of  the  Tax  Equity  and  Fiscal  Responsibility  Act  of 
1982.     By  and  large,  they  addressed  the  provisions  of  existing  law 
noted  above  that  we  and  other  plans  considered  to  be  barriers  to  our 
participation  in  the  Medicare  risk  contract  program.     Ten  of  twelve 
Program  Regions  have  signed  risk  contracts;  as  of  February  1990, 
more  than  166,000  Health  Plan  members  had  enrolled  in  Medicare  risk 
contracts . 

Retaining  a  cost  option  is  important  to  our  long-standing 
Medicare  members  and  to  the  Program.     Even  when  the  Program  actively 
seeks  risk-contract  enrollment,  a  significant  number  of  existing 
Medicare  members  remain  cost-contract  members.     Federal  annuitants 
remain  cost  contract  members  because  they  are  not  permitted  to 
enroll  in  the  Medicare  risk  program  and  continue  to  participate  in 
the  Federal  Employees  Health  Benefits  Program.     Some  other  employers 
do  not  provide  their  Medicare  group  members  with  the  option  of 
enrolling  in  Medicare  risk  plans.     Still  other  members  who  have  an 
option  choose  to  remain  cost  contract  members.     In  Southern 
California,  for  example,  while  we  have  enrolled  more  than  80,000 
members  under  the  risk  contract,  another  57,000  remain  cost 
members.     Program-wide,  and  excluding  members  in  those  Regions  not 
offering  risk  contract  coverage,  89,000  Medicare  beneficiaries 
remain  cost-contract  members. 

Our  experience  with  the  Medicare  risk  contract  program  generally 
has  been  favorable.     Congress  adopted  a  number  of  amendments  since 
1982  to  address  problems  that  were  identified  only  after  the  risk 
contract  program  became  fully  operational.     For  example,  Section 
1876  has  been    amended  to  provide  risk  plans  with  notice  and  an 
opportunity  to  comment  on  the  methodology  for  calculating  payments 
to  risk  contract  plans;  to  permit  risk  contract  plans  to  pay 
hospitals  the  amounts  that  Medicare  would  otherwise  pay  under  the 
Part  A  prospective  payment  system;  and  to  repeal  the  coordinated 
open  enrollment  requirement.     Congress  also  eliminated  the 
requirement  that  risk  contract  plans  enroll  two  new  Medicare  members 
before  converting  an  existing  cost-based  Medicare  enrollee  to  a  risk 
contract.     This  was  a  major  impediment  to  our  older  more  established 
Regions  seeking  risk  contracts. 

Both  the  previous  as  well  as  the  current  Administration  have 
been  supportive  and  helpful  in  sorting  out  issues  and  sensitive  to 
resolving  problems  that  beneficiaries  and  risk  contractors  face. 
However,  we  have  concerns  about  some  specific  aspects  of  the  risk 
contract  program,  and  many  of  those  concerns  center  around  the 
payment  methodology  and  the  Adjusted  Average  Per  Capita  Cost 
("AAPCC") . 

Medicare  risk  plans  are  paid  95%  of  what  HCFA  estimates  it  would 
spend  for  similar  Medicare  enrollees  if  these  enrollees  were  in  the 
f ee-f or-service  sector.     First,  HCFA  projects  the  average 
expenditure  for  Medicare  beneficiaries  at  the  national  level  (the 
United  States  per  capita  cost  —  USPCC).     HCFA  then  adjusts  the 
USPCC  for  reimbursement  variations  among  counties  and  for 
demographic  variations  to  calculate  the  AAPCCs.     Although  AAPCCs 
have  been  used  since  1972,  there  is  general  agreement  the 
methodology  needs  improvement. 
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We  have  identified  a  number  of  changes  in  the  existing 
methodology  that  would  yield  AAPCCs  that  more  accurately  reflect 
f ee-f or-service  equivalents  for  risk  members. 

1 .  The  age,  sex,  welfare  and  institutional  risk  factors  used  in 
calculating  the  AAPCCs  should  be  updated  and  additional  information 
on  them  should  be  provided  to  plans.     Those  factors  are  based  on 
data  that  are  more  than  20  years  old,  and  we  believe  the  relative 
risks  that  they  measure  have  changed  over  time.     Furthermore,  risk 
plans  have  experienced  difficulty  in  obtaining  accurate  enrollment 
data  on  two  AAPCC  risk  factors  —  welfare  and  institutional  status. 
Welfare  and  institutionalized  beneficiaries  have  higher  than  average 
costs;  therefore,     underreporting  of  members  with  these 
characteristics  leads  to  inadequate  payments.  Standardized 
reporting  requirements  should  be  developed  for  all  states  in 
documenting  welfare  and  institutionalized  beneficiaries  for  whom 
states  are  responsible  and  mechanisms  should  be  developed  to  enable 
risk  plans  to  determine  the  risk  status  of  their  members  in  a  manner 
consistent  with  HCFA's  record  keeping. 

2.  General  improvements  in  the  quality  and  integrity  of  data 
used  in  calculating  the  AAPCCs  should  be  made.     First,  a 
geographical  unit  other  than  a  county  should  be  considered  as  the 
basis  for  the  AAPCC.     Inter-county  cost  variations  in  AAPCCs  are  not 
consistent  with  health  care  market  areas  for  f ee-f or-service  or  for 
risk  plans.     Payment  variations  based  on  county  boundaries  create 
distortions  in  risk  plans'  marketing  decisions.     Second,  a  more 
appropriate  use  and  weighting  of  historical  geographic  data  than  the 
current  five  year  moving  average  should  be  developed.     We  understand 
that  HCFA  has  initiated  a  second  study  of  alternatives.     Third,  the 
method  by  which  HMO  costs  are  removed  from  the  AAPCCs 
inappropriately  lowers  the  AAPCCs,  particularly  in  areas  with  high 
concentrations  of  HMO  enrollees.     Fourth,  the  accuracy  and 
timeliness  of  data  submitted  by  Medicare  carriers  and  intermediaries 
should  be  improved  to  eliminate  distortions  in  the  geographic 
adjustments  to  the  USPCC.     Finally,  the  time  lag  on  geographic  data 
should  be  reduced  to  not  more  than  two  years. 

3.  Medicare  beneficiaries  for  whom  Medicare  is  not  the  primary 
payor  should  not  be  included  in  calculating  the  AAPCCs.  Including 
those  who  receive  all  (or  a  portion)  of  their  care  through  other 
programs  in  the  Medicare  pool  understates  the  AAPCCs  and  underpays 
risk  contractors.     For  example,  according  to  a  Veterans 
Administration  inpatient  hospital  study,  about  43  percent  of  all 
Veterans  Administration  inpatients  were  eligible  for  Medicare 
benefits.     Those  veterans  who  use  the  Veterans  Administration  system 
exclusively  for  their  care  should  not  be  counted  as  Medicare 
beneficiaries  for  purposes  of  calculating  the  USPCC  while  in  the 
Veterans  Administration  system.     In  the  case  of  veterans  who  are 
partial  users  of  the  Veterans  Administration  system,  appropriate 
adjustments  should  be  made  to  the  USPCC  and  the  AAPCCs  to  assure 
that  risk  plans  receive  proper  payment. 

Including  the  working  aged  who  obtain  primary  health  insurance 
coverage  through  employment  in  the  pool  of  Medicare  beneficiaries 
also  distorts  the  AAPCCs  because  their  utilization  is  not  included 
in  the  Medicare  claims  file  and  their  health  care  costs  are  rarely 
paid  by  Medicare.     Their  health  care  costs  are  usually  covered  by 
their  employment-related  health  insurance.     The  Congressional  Budget 
Office  estimates  that  Medicare  as  secondary  payer  rules  governing 
the  working  aged  reduce  overall  Medicare  spending  by  approximately 
$3.5  billion.     Geographic  areas  with  higher  relative  concentrations 
of  these  persons  will  have  lower  AAPCCs  and  payments  to  risk  plans 
will  be  inadequate  to  provide  Medicare  covered  services.    To  address 
this  issue  the  working  aged  who  elect  employer-sponsored  coverage 
should  not  be  included  in  the  calculation  of  the  USPCC.     Those  who 
opt  for  Medicare  coverage  as  primary  in  lieu  of  their  employer 
sponsored  plan  should  continue  to  have  the  option  to  enroll  in  a 
risk  plan. 
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4 .     In  the  future,  the  AAPCCs  should  be  improved  by 
incorporating  health  status  measures  in  the  risk-adjustment 
methodology .     An  improved  AAPCC  methodology  should  capture  the 
health  status  of  the  defined  categories  of  Medicare  beneficiaries. 
HCFA  should  place  high  priority  on  further  research  to  develop 
improved  risk-adjustment  models.     This  research  should  focus  on 
development  of  risk-adjustment  factors  that  identify  future  need  for 
health  care,  independent  of  style  of  practice  or  availability  of 
services . 

Some  attention  has  been  given  to  using  diagnostic  cost  groups 
(DCGs)  as  a  proxy  for  health  status  adjustment.     DCGs,  as  currently 
designed,  use  inpatient  diagnostic  information  on  a  beneficiary 
group  to  adjust  for  health  status  differences  across  beneficiary 
populations.     Unfortunately,  DCGs  are  based  on  f ee-f or-ser vice 
patterns  of  hospital  use  and  may  not  appropriately  reflect  the 
practice  patterns  in  Medicare  risk  plans.     Specifically,  the  DCGs 
may  be  biased  against  risk  plans  because  fewer  hospital  admissions 
are  used  in  treating  risk  members. 

We  strongly  urge  more  research  on  DCGs  or  a  classification 
system  designed  in  a  similar  fashion.     Before  such  an  approach  is 
implemented,  it  is  very  important  to  thoroughly  test  and  simulate 
the  adjustment  in  order  to  assess  its  impact  on  risk  contract  plans. 

The  present  link  of  Medicare  risk-based  payment  to 
f ee-f or-service  outlays  may  pose  long  term  problems  for  Medicare 
risk  plans.     When  the  growth  rate  of  hospital  and  physician 
expenditures  are  constrained  by  federal  budgetary  pressures,  the 
base  upon  which  risk  contract  payments  are  made  is  undermined.  The 
payment  may  be  insufficient  to  enable  a  risk  contractor  to  provide 
additional  benefits,  such  as  preventive  and  health  maintenance 
services  and  reduced  out-of-pocket  costs,  that  are  traditionally 
provided  by  prepaid  group  practices.     Were  this  to  occur,  risk 
contracts  would  be  considerably  less  attractive  to  prepaid  group 
practices  and  Medicare  beneficiaries.     In  some  areas  of  the  country 
aggregate  HMO  enrollment  is  very  high.     Linking  risk  plan  payment  to 
f ee-f or-service  is  valid  only  as  long  as  non-risk  beneficiaries  are 
reasonably  represented.     Moreover,  f ee-f or-service  costs  include 
many  anomalies,  such  as  large  variations  from  one  county  to  the 
next,  which  have  nothing  to  do  with  risk  contractor  costs  to  deliver 
care  efficiently.     For  example,  lower  f ee-f or-service  costs  in  an 
area  may  reflect  a  lack  of  access  to  care.     Therefore,  Congress  may 
someday  need  to  consider  removing  the  link  between  Medicare  risk 
contract  payment  and  the  f ee-f or-service  sector  to  achieve 
stability,   reduce  bias  and  provide  correct  levels  of  payment. 

Any  major  modification  of  the  payment  method  for  Medicare's  risk 
contract  program  must  be  done  in  a  careful  manner  and  its 
consequences  throughly  understood  before  its  adoption.     At  the  very 
least,   it  should  provide  payments  to  risk  contractors  that  are 
accurate  and  unbiased,  adequate  to  meet  the  medical  care  needs  of 
their  members,  and  stable  and  predictable. 

In  the  short  term,  the  Health  Care  Financing  Administration  has 
considerable  regulatory  discretion  to  implement  the  changes  we  have 
outlined  above  to  improve  the  validity  and  accuracy  of  the  Medicare 
risk  contract  payment  system.     We  will  be  pleased  to  work  with  all 
interested  parties  in  that  process. 
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STATEMENT  OF  THE  MINNESOTA  COUNCIL  OF  HMO's 

INTRODUCTION 


Minnesota  HMOs  have  participated  in  capitated  Medicare  programs  for  the  last 
ten  years.     Our  experience  has  shown  a  high  level  of  beneficiary  satisfaction 
with  the  wide  range  of  benefits,  quality  of  care  and  reasonable  price  which 
these  programs  provide. 

Our  experience  with  the  TEFRA  risk  program  also  has  presented  an  opportunity 
for  joint  identification  of  issues  in  the  administration  of  the  program  by  the 
Health  Care  Financing  Administration  (HCFA)  as  well  as  issues  arising  from 
statutory  requirements . 

Over  the  past  four  years,  we  have  consistently  raised  these  issues  with  HCFA 
and  the  Congress.     The  result,  however,  has  been  negligible  in  terms  of  any 
real  change  in  program  structure  to  address  plan  concerns.     The  result  of  this 
lack  of  response  to  issues  is  painfully  clear.     In  1988,  we  reported  130,000 
TEFRA  enrollees  in  six  Minnesota  plans;  in  1989,  120,000  in  five  plans;  and 
now,  in  1990,  we  are  reporting  80,000  TEFRA  enrollees  in  four  plans  with  only 
one  rural  region  of  the  state  continuing  to  be  served. 

Our  goal  in  continuing  to  vigorously  address  the  issues  outlined  in  this  paper 
is  to  assure  the  future  stability  of  TEFRA  risk  options  in  Minnesota.  We 
believe  in  the  inherent  appropriateness  of  managed  care  alternatives  for 
Medicare  beneficiaries  and  wish  to  see  growth  rather  than  continued  shrinkage 
of  TEFRA  program  options. 

Our  purpose  in  drafting  this  document  is  to  outline  in  brief  form  the  issues 
which  continue  to  be  of  most  serious  concern  to  Minnesota  HMOs.     In  many  cases, 
we  are  endorsing  positions  which  have  been  explicitly  outlined  in  the  position 
paper  of  one  of  our  trade  organizations,  the  American  Managed  Care  and  Review 
Organization  (AMCRA)  and  which  have  historically  been  supported  by  the  Group 
Health  Association  of  America  (GHAA) .     Minnesota  experiences  had  significant 
impact  on  development  of  positions  presented  by  our  national  trade 
organizations. 

It  is  our  hope  that  this  document,  which  briefly  outlines  Minnesota  HMO 
industry  positions,  taken  in  conjunction  with  the  AMCRA  position  paper,  will 
assist  in  development  of  legislative  actions  carefully  crafted  to  address  the 
major  problems  faced  by  TEFRA  risk  contractors  today. 
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1.     THE  MEDICARE  HMO  PAYMENT  RATE 

Summary 

We  strongly  support  an  increase  to  100  percent  of  the  AAPCC  while,  at  the  same 
time,  developing  a  new  and  more  equitable  payment  methodology.  Inconsistencies 
and  inaccuracies  in  the  current  payment  method  are  illustrated  by  the  following 
points: 

1.  The  AAPCC  payment  methodology  is  flawed,  which  has  resulted  in  some 
geographic  areas  receiving  dramatically  higher  payment  rates  than 
others.     This  is  illustrated  by  the  fact  that  many  regions  of  the  country, 
as  well  as  contiguous  counties  within  many  states,  have  radical 
differences  in  payment  rates  which  cannot  be  logically  explained. 

2.  HCFA  uses  an  incomplete  data  base  to  calculate  the  AAPCC,  which  is 
partially  responsible  for  the  above-mentioned  inadequacies. 

3.  There  is  a  delay  in  the  collection  of  data  which  results  in  payment  rates 
which  do  not  reflect  current  market  place  cost  at  a  time  when  double-digit 
health  care  inflation  is  dramatically  affecting  the  ability  of  HMOs  to 
deliver  care. 

4.  There  has  been  actuarial  manipulation  of  the  methodology  through  update 
factors  necessitated  by  an  aged  data  base. 

5.  Until  this  year,  there  was  a  lack  of  public  access  to  changes  in  the 
methodology  used  to  calculate  payment  rates  as  well  as  a  lack  of  public 
access  to  the  data  and  assumptions  used  to  formulate  the  payment  rates. 

6.  The  method  used  to  incorporate  newly  enacted  physician  payment  reform 
measures  into  HCFA's  TEFRA  risk  rate-setting  methods  could  be  highly 
detrimental  unless  carefully  monitored. 

Recommendat  ions 

1.  Support  Bush  Administration  initiatives  to  increase  to  100  percent  the 
AAPCC  payment  to  plans.     At  the  same  time,  point  out  that  this  will  not 
equal  100  percent  of  the  cost  of  what  f ee-for-service  Medicare 
expenditures  would  have  been. 

2.  Support  legislation  to  mandate  that  HCFA  adopt  already  defined  technical 
changes  to  the  AAPCC  in  time  for  calculation  and  issuance  of  the  1991 
rates . 

3.  Support  legislation  to  address  inequities  in  contiguous  counties  by 
guaranteeing  AAPCC  rates  at  no  less  than  90  percent  of  the  nearest  urban 
county  rate. 

4.  Require  development  of  a  new  method  for  TEFRA  risk  plan  reimbursement  not 
based  on  past  f ee-for-service  experience.     This  new  method  must  be  in 
place  in  time  for  the  1992  contract  year. 

All  of  these  recommendations  require  legislative  action. 


2.     FORMAL  HMO  APPEALS  PROCESS  FOR  / 
MEDICARE  PAYMENT  RATE  CALCULATIONS 

Suimnary 

Under  current  Medicare  f ee-for-service ,  both  the  provider  and  the  beneficiary 
have  the  right  to  appeal  service  or  payment  determinations.     At  this  time,  the 
Medicare  statute  provides  explicit  formal  appeals  processes  for  providers  under 
Part  A  and  Part  B.     Moreover,  as  was  the  case  for  suppliers  under  Part  B  of  the 
Medicare  Program,  courts  are  reluctant  to  provide  for  judicial  review  of  HCFA's 
actions  without  explicit  provisions  in  the  statute  for  such  review.  Under 
TEFRA  risk  contracts,  HMOs  are  denied  any  appeal  mechanism.     Congress  took 
action  on  this  issue  in  1989;  providing  for  disclosure  of  the  method  of 
payment  rated  development  but  still  did  not  include  an  appeal  mechanism; 
therefore,  the  problem  still  remains. 
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Recomtnendat  ion 

An  explicit  formal  appeals  process  should  be  added  for  TEFRA  JIMOs  to  seek 
correction  to  Medicare  payment  rates  once  published.     If  the  appeal  is 
successful,  then  such  corrections  should  be  applied  retroactively. 
Furthermore,   if  the  successful  appeal  should  apply  to  all  plans,  then  such 
retroactive  application  should  be  afforded  to  all  plans  affected  at  the  time. 
Action  on  this  recommendation  will  require  the  enactment  of  new  legislation. 

3.     MID-CONTRACT  CHANGES 


Summary 

The  prepaid  capitation  agreement  which  HMO  risk  contractors  have  with  HCFA 
requires  that    benefit  coverage  levels,   reimbursement/capitation  rates  and 
beneficiary  premium  rates  are  set  at  the  beginning  of  the  year.     These  contract 
terms  should  remain  unchanged  during  the  course  of  the  contract  period.  In 
fact,  HMOs  are  held  to  the  terms  of  the  contract--they  cannot  increase  premium 
rates  or  decrease  benefits  during  a  contract.     However,  there  have  been 
numerous  times  when  HCFA  has  significantly  changed  the  terms  of  the  contract 
in  midyear,  which  has  caused  risk  contractors  financial  and  administrative 
hardships.     The  following  are  examples  of  such  changes. 

Mid-contract  changes  in  the  interpretation  of  the  SNF  guidelines. 

Mid-contract  expansion  of  home  health  care  benefits. 

HCFA's  policy  of  using  current  guidelines  to  adjudicate  Medicare  appeals 
on  cases  which  occurred  when  old  guidelines  were  in  place. 

Mid-contract  reductions  in  Medicare  payment  to  HMOs  due  to  Gramm-Rudman . 

Recommendat  ion 

HCFA  should  be  prohibited  from  modifying  an  HMO's  Medicare  coverage  obligations 
midyear,  even  if  the  traditional  Medicare  Program's  coverage  rules  "change" 
during  the  term  of  the  HMO's  contract.     Such  a  "change"  would  include 
modifications  as  well  as  clarifications  so  long  as  the  HCFA  action  would  alter 
the  HMO's  obligations  under  the  risk  contract.     Implementation  of  this 
recommendation  is  within  HCFA's  existing  legal  authority. 

In  conjunction  with  this  prohibition  against  midyear  coverage  changes,  HMOs 
would  notify  potential  enrollees  that  their  Medicare  coverage  from  the  HMO  will 
be  "locked-in"  for  the  specified  annual  time  period  which  corresponds  with  the 
annual  renewal  of  the  risk  contract.     Action  by  HCFA  on  this  recommendation 
will  require  the  enactment  of  new  legislation. 

Should  Congress  not  adopt  this  prohibition,  then  Congress  should  require  the 
development  of  a  mechanism  for  determining  what  constitutes  a  material  change 
in  an  HMO  contract  and  the  extent  to  which  financial  losses  have  been  incurred 
by  the  HMO  as  a  result  of  the  change.     This  mechanism  must  allow  the  HMO  the 
ability  to  appeal  either  the  outcome  of  the  determination  or  the  determination 
of  need  for  additional  reimbursement.     Action  to  implement  this  change  would 
require  new  legislation. 

4.     PHYSICIAN  INCENTIVE  COMPENSATION  ARRANGEMENTS 


Summary 

A  1986  OBRA  provision  prohibits  the  use  of  Physician  Incentive  Compensation 
Arrangements  by  HMOs  with  Medicare  risk  or  Medicaid  contracts.  This 
prohibition  was  scheduled  to  take  effect  in  April  1990,  but,  during  the  budget 
reconciliation  process  late  last  year,  final  implementation  was  postponed  until 
April  1,  1991. 

Managed  care  industry  consensus  is  that  the  prohibition  should  be  significantly 
narrowed.     Currently,  the  industry  proposal  prohibits  compensation  arrangements 
that  provide  a  direct  and  specific  individual  payment  to  a  physician  as  an 
inducement  to  withhold  or  limit  a  specific,  medically  necessary  service  to  an 
identifiable  patient. 
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HMOs  provide  care  for  patients  for  a  preset,  fixed  payment.  Incentive 
arrangements  with  providers  are  designed  to  promote  efficient  and  effective 
delivery  of  health  services.     The  goal  is  to  eliminate  unnecessary  services  and 
enhance  quality.     To  greatly  restrict  the  use  of  incentive  arrangements  would 
have  a  profound  negative  effect  on  an  HMO's  ability  to  provide  cost-efficient 
and  quality  health  care. 

Recommendat  ions 

Amend  the  OBRA  1986  provision  prohibiting  the  use  of  Physician  Compensation 
Arrangements  by  HMOs  by  replacing  it  with  language  that  prohibits  HMOs  from 
making  direct  payments  to  a  physician  as  an  inducement  to  withhold  medically 
necessary  specific  services  to  an  identifiable  patient.     This  will  require 
new  legislation. 


The  Medicare  Appeal  Process  provides  several  review  levels.     By  statute, 
Medicare  beneficiaries  enrolled  in  TEFRA  contracted  HMOs  are  afforded  the  same 
appeal  rights  as  those  in  f ee-for-service  Medicare.     In  f ee- for-service 
Medicare,  the  Fiscal  Intermediary  which  made  the  initial  coverage  decision  also 
makes  the  final  determination  on  a  request  for  reconsideration  (the  first 
review  level  in  the  appeal  process).     The  beneficiary  may  then  appeal  the 
Fiscal  Intermediary's  adverse  determination  on  a  request  for  reconsideration  to 
an  Administrative  Law  Judge  (ALJ) .     Medicare  HMOs  also  make  the  initial 
coverage  decision  for  their  enrollees  but  are  prohibited  from  making  final 
adverse  reconsideration  decisions.     Those  decisions  must  be  transferred  to  HCFA 
for  review  and  concurrence. 

In  reviewing  HMO  adverse  reconsideration  determinations,  HCFA  uses  the  most 
current  coverage  guidelines,  regardless  of  the  rules  in  effect  when  services 
were  rendered.     The  situation  has  been  aggravated  by  the  expansion  of  skilled 
nursing  facility  (SNF)  care  coverage  guidelines  effective  April  1,   1988.  HCFA 
is  applying  these  expanded  coverage  rules  to  cases  with  dates  of  service  which 
precede  the  change  date.     The  state  Medicaid  agency  in  Minnesota  hired  an 
outside  organization  to  take  advantage  of  that  policy  and  submit  requests  for 
reconsideration  for  all  cases  denied  by  Minnesota  Medicare  HMOs  regardless  of 
the  reason. 

The  majority  of  cases  submitted  are  being  overturned  by  HCFA.     Unlike  the 
fee-for-service  Medicare  program,  where  additional  funds  to  pay  for  services 
as  a  result  of  an  appeal  are  available,  these  decisions  by  HCFA,  make  the 
HMOs  financially  responsible  for  coverage  without  reimbursement.     HMOs  are 
denied  the  right  to  appeal  the  case  to  the  next  level,  a  hearing  before  an 
ALJ,  even  if  the  HMOs  feel  HCFA  made  an  incorrect  determination  on  the  evidence 
in  file.     They  are  given  an  informal  administrative  review  by  HCFA  if  there  is 
new  evidence  to  support  their  position.     The  case  must  be  paid  within  60  days 
of  receiving  the  notification  from  HCFA  or  be  subject  to  a  stiff  monetary  fine. 
HMOs  feel  they  are  denied  due  process  by  being  blocked  from  requesting  an  ALJ 
hearing  and  being  forced  to  pay  the  case  before  all  their  appeal  avenues  are 
exhausted . 

Recommendations 

Reconsideration  decisions  should  be  based  on  the  coverage  guidelines  in  effect 
at  the  time  the  initial  determinations  were  made.     It  is  less  costly  to  the 
Medicare  program  and  more  equitable  to  the  providers. 

HMOs  should  be  allowed  to  make  final  reconsideration  decisions. 

If  HCFA  continues  to  review  and  make  final  decisions  adverse  to  HMOsmembors , 
then  the  HMOs  should  be  given  the  right  to  appeal  the  decision  to  the  ALJ. 

The  appeals  process  should  be  modified  to  permit  HMOs  to  withhold  payment  until 
they  have  pursued  their  appeal  rights. 

HCFA  could  employ  most  of  these  recommendations  through  administrative  changes, 
but  has  refused  to  consider  them  seriously.     Therefore,  we  are  asking  for 
legislation  to  give  Medicare  contracted  HMOs  a  more  equitable  position  in  these 
matters . 


5. 


MEDICARE  RECONSIDERATION  PROCESS 


Summary 
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6.     MEDICARE  PRO  QUALITY  ASSURANCE 
REVIEW  FOR  HMO's 

Summary 

Medical  care  provided  to  beneficiaries  enrolled  in  Medicare  HMOs  is 
subject  to  an  extensive  PRO  review  program.     Compliance  with  the  PRO  review 
program  duplicates  the  required  and  voluntary  quality  assurance  (QA)  efforts  of 
the  plan,  and  reduces  availability  of  plan  resources  needed  to  conduct  more 
productive  activities  which  would  be  beneficial  to  all  plan  members.  In 
addition,  there  is  a  lack  of  consensus  on  the  methodology  and  application  of 
uniform  standards.     The  various  ways  the  program  is  being  administered  by 
different  PROs  does  not  provide  reliable  data  for  HCFA  to  compare  HMO 
performance. 

The  scope  of  work  contained  in  the  PRO  review  guidelines  for  HMOs  and  irwthe 
Memorandum  of  Understanding  (MOU)  imposes  a  hospital-based  chart  review 
methodology,  which  does  not  recognize  the  complexity  of  HMOs  and  is  outdated 
and  inefficient  in  comparison  with  the  more  current  quality  assessment  systems 
many  HMOs  employ  in  their  internal  QA  programs.     The  PRO  chart  review  approach 
is  designed  to  identify  individual  failures  and  to  impose  sanctions.  Quality 
assurance  programs  now  are  shifting  their  focus  to  education  and  continuous 
improvement  of  the  care  delivered. 

The  MOU,  which  defines  the  activities  of  both  the  PRO  and  Medicare  HMO,  does 
not  contain  criteria  to  define:     (1)  what  constitutes  appropriate  care;   (2)  the 
standards  which  the  HMO  must  meet;  or  (3)  the  circumstances  in  which  HCFA  may 
levy  sanctions. 

The  unreasonable  review  sample  size  lacks  credibility  and  generates  an 
extremely  large  numbei  of  reviews  for  plans  with  significant  Medicare 
enrollment.     The  costs  associated  with  medical  record  retrieval  exceeds  the 
reimbursement  amount  HCFA  states  is  adequate,  $.0498  per  page.     Neither  the 
plans,  the  physicians,  nor  the  facilities  are  paid  for  the  time  it  takes  to 
recover  the  records . 

Recommendat  ions 

1.  HCFA  should  use  PROs  to  validate  the  adequacy  of  the  HMOs'  Quality 
Assurance  program.     If  the  HMO  has  a  system  that  meets  or  exceeds  Federal 
guidelines,  the  HMO  should  be  exempted  from  PRO  case  reviews.     If  the  HMO 
fails  to  demonstrate  that  it  has  an  adequate  QA  program,  then  the  PRO 
should  take  an  active  role  in  designing  a  new  program  and,  in  the  interim, 
help  the  HMO  to  conduct  its  own  reviews.     HCFA  has  received  similar 
suggestions  before.     Although  we  believe  it  is  within  HCFA's  authority  to 
implement  this  recommendation,  they  believe  they  are  limited  by  their 
congressional  mandate.     Therefore,   legislation  requiring  a  more  reasonable 
review  approach  is  necessary. 

2.  HMOs,  providers  and  physicians  should  be  adequately  reimbursed  for  the 
costs  they  incur  to  comply  with  medical  record  retrieval  and  copying. 
This  will  require  legislative  action. 

3.  Data  release  resulting  from  PRO  review  should  be  prohibited  until  review 
standards  are  established  and  review  is  evenly  applied  across  all  health 
care  settings  and  payment  methods. 

7.     COORDINATED  OPEN  ENROLLMENT 


Summary 

During  the  1989  legislative  session,  a  change  was  made  to  Section  6206  (b)  of 
Pub.L  101-239  dealing  with  the  requirement  for  coordinated  open  enrollment. 
This  change  shifted  the  emphasis  from  one  universal  annual  open  enrollment 
period  for  all  TEFRA  risk  HMOs  to  a  requirement  that  HMOs  with  TEFRA  risk 
products  serving  all  or  part  of  the  same  service  area  as  a  terminating  TEFRA 
plan  must  be  open  for  enrollment  by  persons  being  disenrolled  from  the 
terminated  plan. 

This  provision  raises  significant  problems  for  TEFRA  risk  contractors  left  to 
serve  areas  where  other  plans  have  terminated.     These  problems  include: 
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1.  The  remaining  plans  in  a  service  area  are  unable  to  plan  for  massive  and 
unexpected  year-end  enrollment,  when  plan  termination  notices  are  not 
required  by  HCPA,  or  made  public,  prior  to  September  30,  of  each  year. 

2.  The  concept  of  the  remaining  plans  being  open  assumes  equal  capacity. 
However,  our  Minnesota  experiences  would  suggest  that  health  plans 
have  highly  variable  enrollment  capacities. 

3.  TEFRA  risk  plans  terminating  their  HCFA  contracts  have  the 
responsibility  of  assuring  adequate  conversion  coverage  for  those 
enrol lees  for  whom  coverage  is  being  being  terminated.     The  current 
provision  inappropriately  shifts  that  responsibility  to  the  HMO's 
continuing  to  serve  the  market. 

4.  The  probability  that  one  plan  leaving  a  specific  area  may  force  other 
plans  serving  that  area  to  terminate  their  contracts  as  well. 

Recommendat  ion 

The  Minnesota  Council  of  HMOs  recommends  total  repeal  of  the  coordinated  open 
enrollment.     This  will  require  legislative  action. 

8.     FEDERAL  PREEMPTION  OF  MEDICARE  HMO  REGULATORY  REQUIREMENTS 


Summary 

Frequently,  states  impose  their  own  regulations  on  federal  Medicare  HMO 
contracts . 

1.  Often,  state  requirements  are  incompatible  with  or  contradict  federal 
regulations  and/or  contract  terms. 

2.  States  inappropriately  and  unduly  disrupt  federal  contracting  processes. 

For  multi-state  plans,  problems  of  state  and  federal  conflict  are  exacerbated. 
Encountering  different  requirements  presents  significant  barriers  to  potential 
Medicare  contractors  resulting  in  increased  costs  which  are  passed  on  to 
beneficiaries . 

Recommendat  ion 

States  should  be  prohibited  from  imposing  their  regulations  on  HMO  products 
offered  under  Medicare  contracts.     This  recommendation  for  federal  preemption 
should  apply  to  both  Medicare  risk  and  Medicare  cost  contracts.  Implementing 
this  recommendation  will  require  new  legislation. 

9.     ADJUSTED  COMMUNITY  RATE 


Summary 

Existing  statutes  require  HMOs  to  obtain  HCFA  approval  of  the  maximum  premium 
chargeable  to  Medicare  enrollees.     The  vehicle  for  submitting  the  cost  estimate 
is  the  Adjusted  Community  Rate  (ACR).     The  ACR  is  a  calculation  based  on  HCFA 
formulas  and  bears  little  resemblance  to  the  way  HMOs  actually  price  their 
products.     As  such,  the  ACR  is  a  document  of  questionable  value  to  HCFA  and  a 
considerable  administrative  and  financial  burden  to  Medicare  risk  contractors. 

The  original  intent  of  Congress  was  to  protect  beneficiaries  from  unnecessarily 
high  premiums  and  assure  that  HMOs  would  not  profit  excessively  from  a  Medicare 
contract.     During  the  pre-TEFRA  demonstration  period,  there  was  no  ACR 
requirement,  an(^  price  competition  between  HMOs  and  Medigap  policies  resulted 
in  favorable  premiums  to  enrollees.     Through  the  ACR  process,  HMOs  are 
subjected  to  an  unfair  and  burdensome  federal  regulatory  process  for  which 
there  is  no  comparable  requirement  for  supplementary  Medicare  insurance 
products . 

Recommendat  ion 

The  Minnesota  Council  of  HMOs  agrees  with  the  previous  administration  proposals 
to  Congress  that  the  ACR  provision  should  be  repealed.     This  will  require 
legislative  action. 
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10.     THE  50/50  ENROLLMENT  MIX  RULE 

Summary 

Current  language  of  the  50/50  enrollment  mix  rule,  requiring  that  plans  have  no 
more  than  50  percent  of  their  total  enrollment  in  a  TEFRA  Medicare  program, 
inhibits  HMO  expansion  into  new  territories  or  growth  in  existing  areas  by 
eliminating  flexibility  in  enrollment  and  marketing.     The  rule  has  a  negative 
impact  on  Medicare  beneficiaries  by  limiting  their  access  to  managed  care 
options.     For  new  plans,  there  is  only  one  exception  to  the  rule.     HCFA  is 
allowed  to  grant  a  waiver  of  the  enrollment  mix  rule  when  the  plan's  geographic 
area  has  a  combined  Medicare/Medicaid  population  greater  than  50  percent  of  the 
area's  total  population. 

Although  the  50/50  rule  was  intended  to  assure  that  Medicare  beneficiaries 
receive  quality  care  in  managed  care  settings,  there  is  no  documentation  to 
support  the  supposition  that  a  "50/50"  threshold  guarantees  quality  care.  In 
reality,  the  50/50  rule  is  superfluous  in  light  of  external  quality  care 
reviews  conducted  on  Medicare  contractors  by  federal  and  state  regulatory 
agencies  and  the  HMO's  own  internal  quality  of  care  program. 

Recommendat  ion 

The  statutory  language  governing  the  50/50  enrollment  mix  should  be  amended  to 
establish  additional  waivers  of  the  rule. 

1.  Plans  demonstrating  a  positive  track  record  of  financial  soundness  and 
quality  service  should  be  allowed  to  exceed  the  50/50  enrollment  mix  rule. 
The  length  of  the  positive  record,  or  measure  of  experience,  need  not  be 
specified  in  order  to  assure  flexibility  while  still  preventing  new, 
untried  plans  from  avoiding  compliance  wiih  the  general  rule. 

2.  A  Medicare  enrollment  mix  waiver  should  be  available  for  multi-state, 
multi-contract  plans  which  would  be  based  on  the  organization's  national 
enrollment  mix,  rather  than  solely  on  the  geographic  area  of  the  entity 
applying  for  or  holding  the  Medicare  contract.     Implementation  of  the 
recommendation  would  require  new  legislation. 

11.     FORMATION  OF  A  STANDING  HMO/HCFA  COMMITTEE 


Summary 

HMO  risk  contractors  strongly  believe  that  improved  communication  between 
regulators  and  the  industry  could  reduce  the  number  of  incidents  in  which 
problems  occur  for  both  parties  thereby  assuring  the  smooth  administration  of 
this  program  on  behalf  of  Medicare  beneficiaries.     In  prior  years,  changes  have 
been  made  to  HMO  risk  contracts  which  HCFA  did  not  discuss  with  the  industry 
prior  to  implementation.     These  changes  have  resulted  in  confusion  and  in 
negative,  unanticipated  financial  impacts.     Written  instructions  and  training 
manuals  on  new  procedures  do  not  consider  the  unique  program  aspects  of  HMO 
risk  contracts  which  differ  from  f ee-for-service  Medicare.     In  some  cases, 
procedures  have  not  been  reasonable  and  some  have  been  impossible  for  HMOs  to 
implement  in  the  same  manner  as  Medicare  fee-for-service. 

Recommendat  ion 

The  Minnesota  Council  of  HMOs  recommends  that  the  Health  Care  Financing 
Administration  immediately  establish  an  HMO/HCFA  committee  to  address  the  unique 

program  needs  of  risk  contractors.     The  scope  of  this  committee  would  include 
the  following  areas: 

1.  Creation  of  specific  procedures  for  HCFA  to  follow  when  considering 
changes  in  the  Medicare  program  so  as  to  receive  industry  input. 

2.  The  ability  to  review  and  revise  current  and  proposed  administrative 
policies  relating  to  risk  contract  operations. 

3.  Advise  HCFA  on  long-term  planning  for  the  Medicare  risk  contracting 
program. 
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RECOMMENDATIONS   FOR  IMPROVING  HMO/ CMP 
MEDICARE  RISK  CONTRACTING  PROGRAMS 
Submitted  by  PacifiCare  Health  Systems  (PHS) 
for  May  7,   1990  Hearing 
by:     C.  O.  Ness 


Thank  you  for  the  opportunity  to  submit  testimony  for  the 
May  7  hearing  on  fiscal  year  1991  budget  issues  relating  to 
payment  of  health  maintenance  organizations  by  the  Medicare 
program.  This  material  will  address  the  President's  budget 
proposal  for  fiscal  year  1991  which  proposes  to  increase  payment 
to  HMOs  to  98  percent  of  AAPCC  and,  in  addition,  to  pay  each 
Medicare  beneficiary  choosing  to  join  an  HMO  an  amount  equal  to 
two  percent  of  the  AAPCC.  Several  other  important  issues 
concerning  the  Medicare  risk  program  will  also  be  submitted  for 
your  consideration. 

PacifiCare  Health  Systems  (PHS)  is  a  California  based 
publicly  traded  HMO  system  providing  care  to  650,000  members  in 
California,  Oregon,  Oklahoma,  Texas  and  part  of  Washington. 
Current  Medicare  enrollment  under  the  contract  with  the  U.S. 
Health  Care  Financing  Administration  (HCFA)  under  the  authority 
of  1876  of  the  social  security  act  is  approximately  115,000. 

In  light  of  PHS'  experience  and  success  in  the  HMO  industry, 
we  feel  qualified  to  comment  regarding  recommended  changes  in 
Medicare  risk  programs.  Based  upon  our  assessment  of  this 
program.  Congress  must  implement  the  following  six  (6)  changes  to 
correct  regulatory  and  payment  issues. 

1.  Increase  AAPCC  payment  to  100%  for  risk  programs. 

2.  Modify  50/50   regulation  for  experienced  quality  health 
plans. 

3.  Improve     quality     assurance     programs     to     be  more 
meaningful. 

4.  Encourage   managed  care   to  participate   in  rural  health 
care  solutions. 
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5.  Modify  physician   incentive  payment  reform  to  encourage 
medical  group  expansion. 

6.  Expand  Medicare  risk  contract  programs  through  optional 
benefit  expansion  and  payment. 

Based  upon  our  experience  with  risk  contracting  in 
California,  Oregon  and  Texas  it  is  clear  each  individual  market 
has  different  needs  and  priorities  which  must  be  considered  by 
Congress  in  its  proposed  changes.  To  encourage  market  growth, 
more  flexibility  must  be  forthcoming  from  regulatory  systems 
which  will  enable  quality  plans  to  respond  appropriately  to 
market  conditions. 

INCREASE  AAPCC  PAYMENT  TO  100%  AND  ESTABLISH  A  HIGHER  MINIMUM; 

Increasing  AAPCC 's  to  100%  with  the  two  percent  incentive  to 
beneficiaries  to  enroll  would  send  a  clear  message  that  Congress 
supports  this  program.  It  is  essential  to  provide  assistance  to 
plans  who  are  under  risk  contracts  in  marginal  AAPCC  payment 
areas. 

Clearly  a  minimum  AAPCC  payment  rate  must  be  initiated  which 
encourages  plans  to  expand  programs  outside  urban  or  suburban 
locations.  Serious  deficiencies  exist  in  current  payment  rates 
in  rural  America  where  plans  could  be  established  to  develop 
organized  delivery  systems.  Residents  would  then  be  encouraged 
to  receive  tertiary  care  in  larger  urban  locations  where  quality 
services  are  available.  Some  HMO  plans  that  withdrew  from  risk 
programs  were  trying  to  manage  contracts  in  low  payment  areas. 
Deficiencies  in  payment  rates  have  been  known  for  several  years 
yet  no  changes  have  been  approved. 

Consistency  in  AAPCC  rates  between  service  areas  has  a  great 
influence  on  whether  physicians  will  sign  agreements  to 
participate  in  Medicare  risk  programs.  It  is  our  belief  that  in 
lower  AAPCC  payment  areas  most  physicians  do  not  take  assignment. 
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When  this  occurs  it  is  obvious  Medicare  beneficiaries  must  absorb 
the  high  costs  of  deductibles,  coinsurance  and  whatever  charges 
are  billed  above  Medicare  payment.  Since  patients  are  billed 
rather  than  Medicare,  the  true  cost  of  care  is  disguised.  This 
has  a  direct  influence  on  the  quantity  of  services  used  by 
seniors  and  would  directly  influence  AAPCC  calculations.  Access 
to  health  care  is  threatened  in  such  areas  and  seriously 
jeopardizes  the  intent  of  Medicare  programs. 

MODIFICATION  OF  50/50  REGULATION  FOR  QUALITY  HEALTH  PLANS: 

HCFA  regulations  must  be  modified  to  encourage  more 
expansion  of  quality  programs.  Congress  must  find  ways  to  grant 
waivers  of  50/50  rule  and  contiguous  service  area  requirements  to 
health  plans  which  can  demonstrate  quality,  profitability  and 
high  levels  of  membership  satisfaction. 

Linking  enrollment  in  Medicare  programs  to  initial 
commercial  enrollment  is  no  longer  a  relevant  measure  of  plan 
acceptability  and  quality.  HMO  marketing  conditions  vary  too 
much  between  commercial  and  Medicare  programs  for  either  to  rely 
entirely  on  the  success  of  the  other.  Many  markets  are 
prohibitively  competitive  from  an  HMO  commercial  product 
perspective,  yet  have  only  minimal  competition  from  a  Medicare 
risk  contracting  perspective. 

The  San  Francisco  MSA,  for  example,  has  in  excess  of  15  HMOs 
and  over  40%  of  the  population  enrolled  in  HMO  programs. 
However,  only  two  HMOs  offer  Medicare  risk  programs  and  less  than 
0.5%  of  the  population  is  enrolled  in  this  type  of  plan.  Out  of 
a  total  estimated  senior  population  of  640,000,  only 
approximately  24,000  seniors,  less  than  4%  of  seniors,  belong  to 
a  Medicare  risk  program.  This  leads  one  to  conclude  that  some 
adjustments  in  Medicare  would  lead  to  greater  interest  in  heavily 
penetrated  HMO  markets. 
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similar  market  conditions  exist  in  many  geographic  areas 
around  the  country  which  creates  a  situation  where  HMOs  that  are 
both  quality  plans  and  qualified  to  offer  Medicare  risk  programs 
will  not  enter  the  market.  Yet  these  programs  may  have  well  over 
the  50%  commercial  members  throughout  their  corporate  system. 
PHS  has  only  115,000  Medicare  beneficiaries  enrolled  or  18%  of 
the  total  650,000  total  enrollees.  The  50/50  rule  must  be 
modified  to  allow  quality  plans  to  expand  into  new  markets  by 
meeting  certain  higher  standards  than  would  be  expected  of  less 
mature  programs. 

IMPROVE  THE  HCFA  QUALITY  ASSURANCE  PROGRAM; 

Based  upon  industry  experience  the  PRO  review  process  is  not 
providing  the  level  of  quality  assurance  needed  by  the  health 
care  system.  PHS  recommends  Congress  approve  some  state  wide 
demonstration  proposals  where  all  HMOs  in  two  or  three  states 
participate  in  a  Continuous  Improvement  Quality  Assurance 
Program.  Challenging  the  HMO  industry  to  develop  effective 
quality  assurance  programs  in  partnership  with  HCFA  and  private 
sector  will  demonstrate  a  cooperative  effort  between  Congress  and 
the  industry  which  will  produce  excellent  results.  PHS  believes 
it  is  in  the  best  interest  of  the  industry  to  provide  a  very  high 
quality  of  care. 

PRO  review  effectiveness  has  been  questionable  and 
inconsistent  throughout  the  country  and  many  industry  leaders  are 
prepared  to  move  forward  to  develop  a  better  and  less  costly 
review  process.  Developing  a  review  process  which  will 
continuously  improve  the  quality  of  health  care  systems  would  be 
more  appropriate  to  our  nations  needs.  This  could  be  integrated 
with  outcomes  research  now  being  developed  by  several 
professional  entities  throughout  the  country. 
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ENCOURAGE  MANAGED  CARE  FOR  RURAL  HEALTH: 

Congress  must  implement  changes  in  regulations  and  payment 
systems  to  encourage  HMOs/CMPs  to  participate  in  improving  rural 
health  care  systems.  Since  rural  health  care  is  a  growing 
national  concern  it  is  imperative  HMOs/CMPs  be  included  in  plans 
to  find  cost  effective  solutions.  Modifications  to  present 
regulations  which  should  be  considered  are: 

1.  Medicare  risk  HMOs/CMPs  should  receive  the  same  AAPCC 
payments  for  rural  areas  as  they  receive  in  urban  areas  to 
offset  additional  costs  of  expansion  and  to  compensate  for 
higher  utilization  by  rural  residents  who  have  not  had 
access  to  health  care  for  several  years. 

2.  50/50  enrollment  regulations  must  be  waived  for  proven 
systems  and  contiguous  service  area  requirements  modified  to 
permit  HMO  provider  systems  to  enroll  according  to  market 
conditions . 

3 .  Primary  and  specialty  physicians  must  accept  Medicare  rates 
as  maximum  payment  for  eligible  beneficiaries  enrolled  in 
Medicare  risk  contracts. 

4.  State  and  federal  regulators  must  be  encouraged  to  work 
closely  with  each  other  to  ensure  prohibitive  requirements 
are  modified  to  enable  plans  to  meet  limitations  of  service 
areas . 

REPEAL  PHYSICIAN  INCENTIVE  PAYMENT  LEGISLATION; 

PHS  supports  the  repeal  of  physician  incentive  payment 
legislation  for  Federally  Qualified  HMOs.  Most  recent  studies  on 
physician  incentives  have  not  documented  a  significant  need  to 
prohibit  physician  incentives.  Capitation  of  physician  groups  to 
provide  quality  cost  effective  health  care  should  be  viewed  as  a 
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positive  force  in  curtailing  inappropriate  and  medically 
unnecessary  services. 

PacifiCare  recognizes  the  danger  associated  with  physician 
incentives  and  supports  the  concepts  of  aggregate  physician 
capitation  incentives. 

OPTIONAL  EXPANDED  BENEFITS    (RETENTION)    FOR  RISK  CONTRACTORS: 

PacifiCare  Health  Systems  recommends  that  Congress  modify 
the  catastrophic  legislation  to  permit  optional  retention  of  both 
benefits  and  rates.  Plans  who  participate  by  offering  optional 
benefits  will  retain  rates  and  could  agree  to  expand  their 
prepaid  systems  to  include  either  Medicaid,  Rural  Health  or  Long 
Term  Care  programs  which  were  satisfactory  to  the  Secretary  of 
HHS.  This  would  be  an  incentive  to  expand  cost  efficient  systems 
health  services  to  meet  other  regional  health  care  needs. 
Several  PacifiCare  regions  have  serious  rural  health,  long  term 
care  or  Medicaid  coverage  problems  and  PHS  is  currently  exploring 
possible  ways  to  expand  our  systems  to  meet  these  social  needs. 
Adjustments  in  HCFA  regulations  permitting  optional 
participation  in  expanding  benefits  would  enhance  growth  in  this 
industry. 

RESPONSE  TO  PUBLISHED  REPORTS  ON  BIASED  SELECTION  IN  MEDICARE 
DEMONSTRATION ; 

After  reviewing  these  reports   it  is  clear  that  researchers 

studied   HMO   plans   which   were   growing   rapidly   and  experiencing 

rapid   changes    in   provider    systems.       The   reported   results  are 

inconclusive   and   indicate   more   research   needs   to   be  completed 

before   conclusions    are   drawn   which   may   unfavorably   affect  the 

future  of  this  important  program.      Some  selected  responses  from 

Randall  S.  Brown's  report  illustrates  this  point. 

(On  page  109)  "First,  and  most  obvious,  the  AAPCC  appears  to 
be  an  inadequate  method  of  controlling  for  biased 
selection. " 
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(On  page  11)  "Death  rates  are  only  a  partial  measure  of 
biased  selection.  It  may  be  the  case  that  beneficiaries  in 
need  of  substantial  amounts  of  care  who  are  not  terminally 
ill  may  be  especially  likely  to  enroll  in  order  to  obtain 
the  economic  benefits  of  HMO  membership." 

(On  page  20)  "Welch  (1985b)  argues  that  prior  payment  does 
not  meet  the  "reliability"  criteria  —  although  it  predicts 
better  than  other  factors  identified  to  date,  it  does  not 
predict  well." 

(On  page  21)  "The  second  (and  related)  argximent  against 
using  prior  payment  measures  to  adjust  AAPCC  is  that 
payments  tend  to  "regress  to  the  mean." 

(On  page  25)  "It  may  well  be  the  primary  factor  which 
determines  enrollment  is  the  presence  or  absence  of  chronic 
conditions  rather  than  prior  use,  resulting  in  a  different 
relationship  between  current  and  past  use  for  enrol lees  than 
is  observed  for  beneficiaries  who  don't  enroll." 

(On  page  23)  "Ash  (1985)  and  Anderson,  et.al.  (1982)  studies 
found  that  beneficiaries  with  non-chronic  hospitalizations 
in  one  year  have  average  payments  during  the  subsequent  year 
that  were  comparable  to  average  payments  for  beneficiaries 
with  no  hospitalization  in  the  prior  year." 

The  above  quotes  from  Brown's  report  on  research  on 

HMO/  CMP  risk  contracting  clearly  indicates  it  would  be  premature 

to  make  long  term  health  policy  which  may  negatively  influence 

growth     of     programs.         PacifiCare    Health    Systems  recommends 

Congress  move   forward  to  make  the  recommended  modifications  in 

Medicare  risk  payment  and  regulations  which  will  strengthen  and 

enhance  more  rapid  growth. 


(1)  &  (2)  Randall  Brown,  Biased.  Selection  In  The  Medicare 
Competition  Demonstrations  (Mathematics  Policy 
Research,  Inc.,  P.  O.  Box  2393,  Princeton,  N.J.- 
March,  1988  RFP  No.   -  HCFA-83-ORD-29/CP)  . 
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Barbara  H.  Lockhart 
Vice  President 
Government  Operations 
Physicians  Health  Plan 


Medicare  Risk  Contracting 
Comments  for  the  Record 


Recent  hearings  before  the  House  Ways  and  Means 
Subcommittee  on  Health  regarding  the  Medicare  managed  care 
program  prompted  me  to  write  expressing  some  concerns  with 
the  Medicare  risk  contracting  program. 

Physicians  Health  Plan  of  Ohio,   Inc.   (PHP)   is  located  in 
Columbus,  Ohio,   is  a  140,000  plus  member  IPA  model  health 
maintenance  organization.  Our  membership  is  comprised  of 
both  commercial  and  Medicaid  enrollees.   PHP  services  65 
out  of  the  88  counties  in  Ohio.   The  PHP  provider  base 
includes  approximately  4,000  physicians,   78  hospitals,  and 
a  host  of  dentists  and  other  ancillary  providers 
throughout  Ohio.   PHP  has  demonstrated  in  our  Medicaid 
population  that  we  can  effectively  control  the  cost  for 
health  care  services.  At  the  same  time,   the  quality  of 
health  care  services  received  by  our  members  has  not  been 
compromised  for  the  sake  of  costs  and  has  been 
demonstrably  improved. 

Over  the  past  few  months,  PHP  staff  have  been 
investigating  the  Medicare  risk  contracting  program.  As  a 
result  of  this  investigation,  concerns  about  the  Medicare 
reimbursement  methodology  and  some  of  the  contract 
requirements  have  caused  PHP  to  hesitate  in  submitting  a 
formal   request  to  contract  with  the  Health  Care  Financing 
Administration  (HCFA).  The  areas  we  are  most  concerned 
with  are  as  follows:    (1)  How  reimbursement  to  the  HMO  is 
determined;    (2)  How  the  HMO  is  monitored  by  HCFA;   and  (3) 
How  the  50/50  rule  hinders  HMO  growth  in  the  Medicare 
market . 
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1.  How  reimbursement  to  the  HMO  is  determined 

For  a  first  time  contractor,   the  HMO  is  forced  to 
rely  on  industry  standards  to  identify  the 
utilization  differences  between  commercial  and 
Medicare  enrollees.   If  premium  calculation  or  an 
ACR  calculation  is  off,   the  HMO  could  be  faced  with 
unprotected  catastrophic  costs  during  its  first  year 
of  contracting.   The  HMO  is  forced  to  live  with  its 
mistake  for  an  entire  year  because  there  are  no 
mid-contract  rate  adjustments.  On  the  other  hand, 
however,   if  during  mid-term  of  the  contract  the 
government  makes  a  change  in  the  benefits  offered, 
the  HMO  is  obligated  to  comply  and  is  not  financially 
compensated  for  providing  the  newly  covered  service. 

RECOMMENDATION 

Mechanisms  to  improve  on  the  way  rates  are  calculated 
for  first     year  HMOs  should  be  implemented.  The 
intent  is  to  assure  the  HMO  of  adequate  reimbursement 
and  reduce  the  chance  of  fiscal  impairment  because 
of  under  funding.  Additionally,   once  a  Medicare  risk 
contract  has  been  signed  for  a  predetermined 
reimbursement  rate,  HCFA  should  refrain  from  changing 
the  coverage  requirements  for  the  duration  of  the 
contract.   The  exception  would  be  if  HCFA  adjusts  the 
capitation  amount  of  the  HMO  mid-term  to  reflect  the 
inclusion  of  a  new  benefit. 

2.  How  the  HMO  is  monitored  by  HCFA 

Medicare  managed  care  contractors  are  required  to 
maintain  internal,   ongoing  quality  assurance 
programs,  and  at  the  same  time  are  required  to 
undergo  external  review  by  the  Peer  Review 
Organization's   (PRO'S).   This  redundancy  is 
particularly  inefficient  where  the  managed  care 
entity  has  an  established  track  record  of  providing 
quality  care. 

RECOMMENDATION 


A  mechanism  needs  to  be  developed  on  how  to  better 
mesh  the  external  review  activities  of  the  PRO'S  and 
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the  internal  quality  assurance  programs  of  the  HMO's 
and  CMP's.  There  should  be  national  standards  to 
allow  for  consistency  in  comparing  our  HMO  and  other 
plans  across  the  country. 

3.       How  the  50/50  rule  hinders  HMO  growth  in\  the 
Medicare  market 

The  50/50  rule  for  Medicare  contractors  is  an 
artificial  and  cumbersome  process  for  quality 
assurance.  This  has  become  more  evident  with 
the  external  involvement  of  PRO'S  and  other 
organizations  in  quality  assurance,  as  well  as 
more  sophisticated  internal  controls  in  managed 
care  entities. 

RECOMMENDATION 

Do  away  with  the  50/50  rule  and  replace  it  with 
auditing  of  a  managed  care  plan's  quality  assurance 
program . 

As  you  are  in  the  process  of  reviewing  the  Medicare  risk 
contracting  program,   I  hope  that  you  will  take  the  issues 
addressed  here  into  consideration. 

Thank  you. 

Sincerely, 


Barbara  H.  Lockhart 
Vice  President 
Government  Operations 


32-959  (184) 
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